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FISCAL  YEAR  1991  BUDGET  ISSUES  RELATING 
TO  PROSPECTIVE  PAYMENT  FOR  CERTAIN 
SERVICES  UNDER  THE  MEDICARE  PROGRAM 


THURSDAY,  MAY  10,  1990 

House  of  Representatives, 
Committee  on  Ways  and  Means, 

Subcommittee  on  Health, 

Washington,  D.C. 
The  subcommittee  met,  pursuant  to  call,  at  9:45  a.m.,  in  room 
1100,  Longworth  House  Office  Building,  Hon.  Fortney  Pete  Stark 
(chairman  of  the  subcommittee)  presiding. 
[The  press  release  announcing  the  hearing  follows:] 
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FOR  IMMEDIATE  RELEASE  PRESS  RELEASE  #29 

MONDAY,    APRIL  30,    1990  SUBCOMMITTEE  ON  HEALTH 

COMMITTEE  ON  WAYS  AND  MEANS 
U.S.    HOUSE  OF  REPRESENTATIVES 
1102   LONGWORTH  HOUSE  OFFICE  BLDG. 
WASHINGTON,    D.C.  20515 
TELEPHONE:    (202)  225-7785 


THE  HONORABLE  PETE  STARK   (D. ,    CALIF.),  CHAIRMAN, 
SUBCOMMITTEE  ON  HEALTH, 
COMMITTEE  ON  WAYS  AND  MEANS,   U.S.   HOUSE  OF  REPRESENTATIVES, 
ANNOUNCES  A  HEARING  ON  FISCAL  YEAR  1991  BUDGET  ISSUES  RELATING  TO 
PROSPECTIVE  PAYMENT  FOR  CERTAIN  SERVICES  UNDER 
THE  MEDICARE  PROGRAM 


The  Honorable  Pete  Stark  (D. ,   Calif.),  Chairman, 
Subcommittee  on  Health,  Committee  on  Ways  and  Means,  U.S.  House 
of  Representatives,  announced  today  that  the  Subcommittee  will 
hold  a  hearing  on  fiscal  year  1991  budget  issues  relating  to 
prospective  payment  for  certain  services  under  the  Medicare 
program.     The  hearing  will  be  held  on  Thursday,  May  10,  1990, 
beginning  at  9:30  a.m.,   in  the  main  Committee  hearing  room, 
1100  Longworth  House  Office  Building. 

The  hearing  will  review  the  development  of  methodologies  for 
making  payments  on  a  prospective  basis  to  hospital  outpatient 
departments,   skilled  nursing  facilities,  home  health  agencies, 
and  hospitals  exempt  from  Medicare's  prospective  payment  system 
(PPS) . 

Oral  testimony  will  be  heard  from  invited  witnesses  only. 
However,  any  individual  or  organization  may  submit  a  written 
statement  for  consideration  by  the  Subcommittee  and  for  inclusion 
in  the  printed  record  of  the  hearing. 


BACKGROUND 

Medicare  adopted  in  1983  a  prospective  payment  system  for 
inpatient  hospital  services  in  order  to  provide  incentives  to 
control  costs  and  utilization.     In  1989,  Congress  enacted  a 
three-part  physician  payment  reform  plan  incorporating  similar 
incentives  for  physician  services. 

Payments  for  other  services  under  Medicare  continue  for  the 
most  part  to  be  reimbursed  on  a  retrospective-cost  or  cost- 
related  basis,  or  on  a  reason'ible-charga  bar.is. 

The  Health  Care  Financing  Administration  and  the  Pro:>pective 
Payment  Assessment  Commission  have  been  working  to  develop 
alternative  reimbursement  methodologies  incorporating  incentives 
to  control  cost  and  utilization  for  several  of  these  other 
services. 

Services  provided  to  Medicare  beneficiaries  in  a  hospital 
outpatient  department  are  reimbursed  by  Part  B  of  the  Medicare 
program  in  a  variety  of  ways  including:     a  fee  schedule  for 
clinical  laboratory  services;  reasonable  costs,   subject  to  an 
aggregate  limit,   for  radiology  services;  a  reasonable-cost  basis, 
in  the  case  of  other  costs  borne  by  the  hospital;  or  a 
reasonable-charge  basis,  with  respect  to  other  physician 
services . 

Most  services  provided  by  hospitals  on  an  inpatient  basis 
are  reimbursed  prospectively  under  Medicare's  prospective  payment 
system  (PPS) .     However,  certain  hospitals  are  exempted  from  PPS 
and  are  paid  on  the  basis  of  reasonable  cost,  subject  to  rate-of- 
increase  limits  (often  termed  TEFRA  limits,  after  the  legislation 
enacting  the  limits) . 
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PPS-exempt  hospitals  include  psychiatric  hospitals, 
rehabilitation  hospitals,   psychiatric  or  rehabilitation  units 
which  are  distinct  parts  of  a  hospital,   alcohol  and  drug  abuse 
hospitals  and  such  distinct  units  of  hospitals,  children's 
hospitals,   long-term  hospitals,   and  hospitals  outside  of  the 
50  States,   the  District  of  Columbia,   and  Puerto  Rico. 

Skilled  nursing  facilities  (SNFs)   are  reimbursed  on  a 
retrospective,  reasonable-cost  basis,  subject  to  limits  applied 
to  routine  operating  costs.  The  limits  are  set  at  112  percent  of 
the  average  costs  of  urban  and  rural  free-standing  facilities. 
Hospital-based  facilities  receive  an  add-on  equal  to  50  percent 
of  the  difference  of  the  mean  costs  between  hospital-based  and 
free-standing  facilities. 

Home  health  agencies  are  reimbursed  on  a  reasonable-cost 
basis,  subject  to  a  single  limit  based  upon  the  cost  experience 
of  free-standing  agencies.     Limits  are  set  at  112  percent  of  the 
mean  of  the  labor-related  and  nonlabor  costs  per  visit  for  each 
type  of  service  provided  by  freestanding  home  health  agencies. 
The  limits  are  then  applied  on  an  aggregate  basis  to  all  the 
visits  made  by  the  agency,  with  an  adjustment  for  hospital-based 
agencies. 


DETAILS  FOR  SUBMISSION  OF  WRITTEN  COMMENTS; 

For  those  who  wish  to  file  a  written  statement  for  the 
printed  record  of  the  hearing,  six  (6)  copies  are  required  and 
must  be  submitted  by  the  close  of  business  on  Friday, 
May  25,   1990,  to  Robert  J.  Leonard,  Chief  Counsel,  Committee  on 
Ways  and  Means,  U.S.  House  of  Representatives,   1102  Longworth 
House  Office  Building,  Washington,  D.C.  20515.     An  additional 
supply  of  statements  may  be  furnished  for  distribution  to  the 
press  and  public  if  supplied  to  the  Subcommittee  office, 
1114  Longworth  House  Office  Building,  before  the  hearing  begins. 


FORMATTING  REOVIREMENTg: 

Each  statement  presented  for  printing  to  the  Committee  by  a  . witness,  any  written  statement  or  exhibit  submitted  for  the 
printed  record  or  any  written  comments  in  response  to  a  request  for  written  comments  must  conform  to  the  guidelines  listed  below. 
Any  statement  or  exhibrt  not  in  compliance  with  these  guidelines  will  Mt  be  printed,  but  will  be  maintained  in  the  Committee 
files  for  review  and  use  by  the  Committee. 

1.  All  statements  and  any  accompanying  exhibits  for  printing  must  be  typed  in  single  space  on  legal-size  paper  and  may  not 
exceed  a  total  of  1 0  pages. 

2.  Copies  of  whole  documents  submitted  as  exhibit  material  will  not  be  accepted  for  printing.  Instead,  exhibit  material  should 
be  referenced  and  quoted  or  paraphrased.  All  exhibit  material  not  meeting  these  specifications  will  be  maintained  In  the 
Committee  files  for  review  and  use  by  the  Committee. 

3.  Statements  must  contain  the  name  and  capacity  in  which  the  witness  will  appear  or.  for  written  comments,  the  name  and 
capacity  of  the  person  submitting  the  statement,  as  well  as  any  clients  or  persons,  or  any  organization  for  whom  the  witness 
appears  or  for  whom  the  statement  is  submitted. 

4.  A  supplemental  sheet  must  accompany  each  statement  listing  the  name,  full  address,  a  telephone  number  where  the  witness 
or  the  designated  representative  may  be  reached  and  a  topical  outline  or  summary  of  the  comments  and  recommendations 
in  the  full  statement.  This  supplemental  sheet  wi   not  be  included  in  the  printed  record. 

The  above  restrictions  and  limitations  apply  only  to  material  being  submitted  for  printing.  Statements  and  exhibits  or 
supplementary  material  submitted  solely  for  distribution  to  the  Members,  the  press  and  public  during  the  course  of  a  public  hearing, 
may  be  submitted  In  other  forms. 


4 


Chairman  Stark.  Good  morning.  The  Subcommittee  on  Health  of 
the  Committee  on  Ways  and  Means  will  come  to  order. 

We  will  begin  discussing  today  the  Medicare  payments  to  hospi- 
tal outpatient  departments,  PPS-exempt  hospitals,  home  health 
agencies  and  skilled  nursing  facilities. 

The  Chair  has  been  able  to  take  umbrage  or  shelter  under  the 
statement  ''Don't  blame  me,  I  had  nothing  to  do  with  the  PPS 
system,  it  was  here  before  I  got  here,  I  am  just  trying  to  make  it 
work."  I  gather  I  am  no  longer  going  to  be  allowed  that  luxury.  I 
have  said  many  times  that  it  escapes  me  as  a  businessperson  how 
you  can  have  cost  reimbursement  and  not  actually  have  a  huge  in- 
centive for  wasteful  spending.  If  my  wife  didn't  give  me  an  allow- 
ance on  what  I  spent,  the  Stark  family  would  soon  be  broke. 

Having  said  that,  in  the  absence  of  the  Government  actually  just 
stepping  in  and  running  the  hospitals,  which  some  might  suggest 
would  even  cost  us  more  money  than  we  are  spending  now,  we 
need  to  review  the  current  system  and  see  if  there  is  some  way 
that  we  can  find  a  system  which  builds  into  it  some  incentive  for 
saving  money.  I  think  the  purpose  of  the  hearing  today  is  to  hear 
from  those  of  us  who  would  like  to  save  money,  and  those  who  will 
be  concerned  that  they  already  don't  have  enough  money. 

I  hope  in  the  testimony  today  we  cannot  direct  our  testimony 
toward  the  horrors  of  the  present  system.  Everybody  is  broke,  the 
Federal  Government,  the  State  governments,  the  county  govern- 
ments, the  hospitals,  the  doctors,  particularly  the  ophthalmologists 
are  all  about  to  declare  bankruptcy.  The  litany  of  hospitals  closing 
and  the  medical  system  itself  destructing  is  lengthy. 

The  question  is  that  if  somebody  far  less  responsible  than  this 
subcommittee  begins  to  apply  a  payment  system,  what  should  it 
be?  So  I  hope  we  can  enlist  the  help  of  HCFA  and  ProPAC  and  the 
hospital  industry  to  see  if  we  can  design  a  system  over  the  course 
of  the  next  couple  of  years  that  will  bring  some  cost-saving  incen- 
tives to  the  industry.  Therein  lies  the  purpose  of  today's  hearing. 

I  think  because  of  that  rather  extemporaneous  opening  state- 
ment, that  I  should  ask  unanimous  consent  that  my  formal  open- 
ing remarks,  prepared  by  a  much  more  well-educated  staff,  be 
made  a  part  of  the  record. 

[The  statement  of  Mr.  Stark  follows:] 

Opening  Statement  of  Hon.  Pete  Stark,  Chairman 

Good  morning.  Today's  hearing  will  focus  on  Medicare  payments  to  hospital  out- 
patient departments,  PPS-exempt  hospitals,  home  health  agencies  and  skilled  nurs- 
ing facilities. 

During  the  first  15  years  of  the  Medicare  program,  payments  for  services  were 
based  on  allowable  costs  or  charges.  A  cost  or  charge  based  payment  system  is  infla- 
tionary and  provides  no  incentive  to  limit  costs,  charges  or  the  volume  of  services. 

Since  1980  Congress,  with  the  support  of  the  administration,  has  enacted  payment 
reforms  for  many  of  the  services  covered  by  Medicare. 

In  1983,  Congress  enacted  the  prospective  payment  system  (PPS)  for  hospitals. 

Last  year.  Congress  addressed  issues  in  payments  to  physicians  through  the  3-part 
reform  package  that  included  the  RB  RVS  and  created  incentives  to  control  volume. 

In  addition  to  these  two  major  reforms.  Congress  has  enacted  prospective  pay- 
ments for  dialysis,  risk-contracting  for  HMO's  and  fee  schedules  for  lab  services,  du- 
rable medical  equipment,  radiology  and  anesthesiology  services. 

While  a  great  deal  has  been  accomplished,  much  work  remains  to  be  done. 
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There  are  several  important  categories  of  service  that  are  still  paid  on  a  cost 
basis.  These  include  services  provided  in  hospital  outpatient  departments,  hospitals 
exempt  from  prospective  payment,  skilled  nursing  facilities  and  home  health  agen- 
cies. 

In  the  absence  of  incentives  for  cost  containment  and  efficiency,  the  cost  of  these 
services  have  been  rising  rapidly.  Hospital  outpatient  services  and  home  health 
services  have  been  increasing  at  the  rate  of  about  14  percent  per  year. 

Skilled  nursing  facility  (SNF)  costs  have  been  increasing  at  an  annual  rate  of 
about  9  percent.  As  the  demand  for  long  term  care  services  increases,  policies  to 
expand  home  health  and  nursing  home  benefits  would  increase  these  costs  at  an 
even  higher  rate. 

Providing  equitable  payments  for  hospitals  exempt  from  the  prospective  payment 
system  poses  a  different  kind  of  problem. 

The  reimbursement  system  affecting  these  hospitals — rehabilitation  facilities,  psy- 
chiatric hospitals,  long  term  hospitals,  children's  hospitals,  and  cancer  hospitals — is 
a  system  which  simply  increases  individual  hospital's  payments  from  a  base  year 
using  an  inflation-based  rate  of  increase  limit.  There  are  no  adjustments  for  changes 
in  case  mix  or  changes  in  medical  practices. 

We  need  to  find  a  way  to  recognize  legitimate  changes  in  these  hospitals'  cost 
while  providing  incentives  that  lead  to  restraint  in  cost  increases. 

Developing  proposals  for  reimbursement  reform  takes  both  time  and  effort. 

The  purpose  of  this  hearing  is  to  accelerate  the  process  of  developing  reform  pro- 
posals for  these  major  categories  of  services.  Success  in  this  effort  will  require  the 
combined  efforts  of  HCFA  and  ProPAC. 

I  hope  that  this  hearing  will  mark  a  renewed  commitment  to  modify  the  current 
payment  methodology  for  these  categories  of  services. 

I  look  forward  to  hearing  the  testimony  of  our  witnesses  on  this  important 
matter. 

Chairman  Stark.  Do  my  colleagues  have  any  opening  state- 
ments? 

If  not,  it  is  my  pleasure  to  welcome  back  again  this  week  for  the 
second  time  our  favorite  witness  of  the  week,  Dr.  Gail  Wilensky, 
who  is  the  Administrator  of  the  Health  Care  Financing  Adminis- 
tration. 

Gail,  why  don't  you  proceed  to  enlighten  us  about  the  state  of 
costs  for  these  particular  types  of  facilities  in  any  way  that  you  are 
comfortable. 

STATEMENT  OF  GAIL  R.  WILENSKY,  PH.D.,  ADMINISTRATOR, 
HEALTH  CARE  FINANCING  ADMINISTRATION,  U.S.  DEPART- 
MENT  OF  HEALTH  AND  HUMAN  SERVICES 

Ms.  Wilensky.  Thank  you. 

Mr.  Chairman  and  members  of  the  subcommittee,  I  am  pleased 
to  be  here  today  to  discuss  the  activities  of  the  HCFA  in  exploring 
the  potential  for  expanded  use  of  prospective  payment  in  the  Medi- 
care program. 

We  are  searching  for  ways  to  instill  appropriate  incentives  into 
the  system  to  promote  the  efficient  use  of  health  services.  We  must 
develop  innovative  approaches  to  providing  and  paying  for  care 
that  ensure  full  value  for  each  health  dollar  we  spend. 

Our  payment  reform  initiatives  to  date  have  focused  on  the 
major  areas  of  Medicare  spending.  The  hospital  prospective  pay- 
nient  system  has  successfully  provided  incentives  for  hospital  effi- 
ciency that  have  moderated  the  growth  of  Medicare  inpatient  hos- 
pital expenditures. 

We  are  committed  to  further  hospital  payment  reform  by  incor- 
porating capital  into  the  payment  rates  beginning  October  1,  1991. 
We  are  also  proceeding  with  implementation  of  Medicare  physician 
payment  reform.  The  new  Medicare  fee  schedule  will  redirect  in- 
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centives  in  physician  payment  towards  primary  care  and  away 
from  surgery  and  other  procedures. 

We  must  continue  our  efforts  to  modernize  our  delivery  and  pay- 
ment systems  to  meet  the  needs  of  a  changing  health  care  environ- 
ment. As  the  Nation's  largest  payor  for  health  care  services,  the 
Medicare  program  bears  a  particular  responsibility  to  be  a  leader 
in  developing  improved  payment  strategies.  The  importance  of  this 
objective  cannot  be  overstated.  I  am  committed  to  pursuing  the  re- 
forms necessary  to  preserve  a  strong  Medicare  program  for  the  el- 
derly and  disabled. 

Today,  I  would  like  to  describe  our  activities  in  four  areas  to  de- 
velop more  rational  and  equitable  payment  systems.  The  initiatives 
I  will  discuss  are  in  various  stages  of  research  or  demonstration.  As 
with  hospital  and  physician  payment  reform,  we  must  await  the  re- 
sults of  relevant  studies  before  we  implement  major  changes  in 
payment. 

Medicare  payments  to  hospital  outpatient  departments  present  a 
good  example  of  the  problems  we  are  trying  to  solve.  The  current 
payment  system  is  fragmented  and  provides  little  incentive  to  con- 
trol costs. 

In  fact,  the  cost  of  outpatient  care  has  been  growing  over  the  last 
decade  at  an  annual  rate  of  about  20  percent.  This  is  an  unaccept- 
able pattern  of  spending  in  times  of  fiscal  constraint. 

Another  problem  confounding  our  payment  policy  for  outpatient 
departments  is  the  multiple  methods  used.  At  least  11  different 
mechanisms  are  now  used  to  pay  for  outpatient  services.  For  exam- 
ple, clinic  visits  are  paid  on  a  cost  basis,  surgical  procedures  are 
paid  a  blend  of  the  hospital's  cost  and  the  ambulatory  surgical 
center  rate,  and  laboratory  services  are  paid  on  a  fee  schedule.  The 
diversity  of  these  payment  methodologies  often  resulted  from  earli- 
er attempts  at  payment  reform. 

For  several  years,  HCFA  has  been  funding  projects  for  the  devel- 
opment of  a  classification  and  payment  system  for  outpatient  serv- 
ices. The  OBRA  1986  mandate  to  develop  a  model  prospective  pay- 
ment system  for  hospital  outpatient  services  provided  additional 
impetus  to  our  efforts. 

Several  alternatives  for  classifying  hospital  outpatient  services 
have  been  considered.  Let  me  describe  the  more  promising  systems 
we  are  studying. 

In  1984,  we  funded  a  study  in  New  York  State  to  develop  a  classi- 
fication and  payment  system  for  ambulatory  care.  The  resulting 
system — products  of  ambulatory  care — groups  surgical  procedures 
into  42  categories  and  nonsurgical  procedures  into  24  categories.  In 
1987,  New  York  began  a  Medicaid  demonstration  to  test  this 
system.  An  independent  evaluation  of  the  project  is  scheduled  to  be 
completed  by  June  1991. 

Another  patient  classification  system  was  developed  by  Yale  Uni- 
versity, the  creator  of  the  inpatient  DRG  system.  Ambulatory  visit 
groups  are  a  visit-based  outpatient  classification  system  that  can  be 
used  in  multiple  ambulatory  settings:  hospital  outpatient  depart- 
ments, hospital  emergency  rooms,  ambulatory  surgery  centers,  and 
physician  offices. 

Using  this  sytem  as  a  base,  HCFA  is  working  under  a  coopera- 
tive agreement  with  Health  Systems  International  to  develop  a 
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new  patient  classification  scheme — ambulatory  patient  groups. 
With  the  advice  of  a  technical  advisory  panel  of  experts  and  other 
researchers  and  physicians,  134  APG's  have  been  developed  for  sur- 
gical procedures.  Additional  APG's  for  radiology,  laboratory,  anes- 
thesia and  minor  medical  tests  have  also  been  developed.  Work  is 
now  under  way  to  develop  medical  APG's  as  well.  The  medical 
APG's  combined  with  the  surgical  and  ancillary  APG's  will  form 
an  extensive  definition  of  ambulatory  care. 

We  believe  APG's  have  the  potential  for  providing  a  clinically- 
based  classification  system  that  will  be  understandable  to  institu- 
tions and  physicians  providing  outpatient  services.  However,  more 
work  remains  to  be  done  before  we  can  reach  any  definitive  conclu- 
sions. We  need  to  refine  the  system  and  analyze  cost  data  on  outpa- 
tient services.  The  cost  data  then  needs  to  be  linked  to  the  APG's 
to  develop  a  payment  system. 

This  summer  we  will  be  completing  the  design  of  the  classifica- 
tion system  and  evaluating  the  soundness  of  the  medical  and  surgi- 
cal APG's.  Early  next  year,  we  will  report  to  Congress  on  the 
design  of  a  prospective  payment  system  for  outpatient  services,  in- 
cluding a  preliminary  evaluation  of  its  potential  impact.  Further 
activities  will  depend  on  the  result  of  that  evaluation  and  on  the 
extent  of  outstanding  technical  issues. 

Another  area  where  we  are  examining  the  potential  for  reform  is 
in  Medicare  payments  to  skilled  nursing  facilities.  Our  activities 
respond  to  a  long-standing  concern  about  access  to  SNF  services  for 
Medicare  patients  with  heavy  care  needs.  Our  payment  system 
should  provide  adequate  financial  incentives  for  SNFs  to  admit  pa- 
tients requiring  complex  care. 

Three  separate  studies  were  carried  out  by  researchers  affiliated 
with  the  RAND  Corp.,  Renssalaer  Polytechnic  Institute,  and  the 
Urban  Institute.  A  report  which  evaluated  the  options  was  submit- 
ted to  Congress  in  January  1989.  These  options  were  evaluated  for 
their  ability  to  increase  access  to  nursing  homes  for  heavy  care  pa- 
tients, provide  an  equitable  payment  system  which  reflects  the 
needs  of  the  patients,  and  improve  the  quality  of  care. 

At  this  time,  we  are  proceeding  with  a  demonstration  of  one 
option  which  categorizes  nursing  home  patients  into  resource  utili- 
zation groups  (RUG's)  on  the  basis  of  functional  disability  and 
other  patient  characteristics.  The  demonstration  builds  on  our  sig- 
nificant experience  in  developing  and  demonstrating  a  RUG's 
system  in  the  Medicaid  program. 

The  demonstration  is  being  conducted  in  five  States.  These 
States  are  now  collecting  patient  data  which  will  provide  a  valid 
measurement  of  patient  characteristics  and  staff  use  to  refine  the 
RUG's.  The  data  will  also  be  used  to  develop  quality  indicators  and 
target  quality  reviews  by  State  survey  agency  staff  of  the  most  vul- 
nerable patients  and  facilities. 

The  demonstration  is  scheduled  to  enter  its  3-year  operational 
phase  next  spring.  An  independent  evaluation  will  commence  with 
the  beginning  of  the  operational  phase,  with  results  to  be  evaluated 
following  the  end  of  the  demonstration  in  1994. 

Another  demonstration  will  test  prospective  payment  for  home 
health  agencies  (HHA's)  to  study  the  response  of  HHA's  in  terms  of 
utilization,  quality,  and  efficiency.  We  are  finalizing  the  project 
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design  and  methodology,  taking  care  to  maximize  the  usefulness  of 
information  from  the  project  and  protect  beneficiary  quality  of 
care. 

We  plan  to  recruit  HHA's  from  five  States — California,  Florida, 
Illinois,  Massachusetts,  and  Texas — to  participate  voluntarily. 
These  HHA's  will  then  be  randomly  assigned  to  either  prospective 
payment  or  regular — that  is,  control  group — payment  methods.  We 
plan  to  award  a  contract  for  an  independent  evaluation  as  we 
begin  the  demonstration. 

Another  potentially  promising  area  for  reform  is  prospective  pay- 
ment for  post-acute  services.  The  RAND  Corp.,  under  contract  with 
HCFA,  has  already  issued  several  working  papers.  We  will  contin- 
ue to  study  this  area. 

Finally,  let  me  discuss  the  status  of  pajonents  to  hospitals  and 
units  excluded  from  the  Medicare  hospital  prospective  payment 
system.  Under  the  original  law,  four  types  of  specialty  hospitals — 
children's  hospitals,  psychiatric  hospitals,  rehabilitation  hospitals, 
and  long-term  hospitals — are  excluded  from  PPS. 

In  1987,  we  reported  to  Congress  on  a  wide  range  of  research  on 
developing  a  prospective  payment  system  for  excluded  hospitals. 
The  results  of  this  research  raises  questions  as  to  the  appropriate- 
ness of  a  prospective  payment  system  for  most  excluded  providers. 
With  the  exception  of  rehabilitation  hospitals,  most  of  these  provid- 
ers serve  few  Medicare  patients,  and  Medicare  payments  constitute 
a  very  minor  part  of  their  patient  revenues.  Total  Medicare  pay- 
ment to  these  four  t5rpes  of  specialty  hospitals  represents  less  than 
5  percent  of  Medicare  part  A  spending. 

Let  me  briefly  describe  the  results  of  our  research  to  date. 

In  1984,  the  Medical  College  of  Wisconsin  and  the  RAND  Corpo- 
ration investigated  the  feasibility  of  a  prospective  payment  system 
for  rehabilitation  hospitals  and  units.  The  major  finding  of  this 
study  was  that  patient  diagnosis  predicts  relatively  little  of  the  var- 
iation in  patient  resource  use,  but  measures  of  functional  status 
may  be  substantially  better  at  predicting  resource  use. 

However,  there  is  no  consensus  on  which  of  the  several  existing 
sets  of  functional  status  measures  is  appropriate  for  development 
of  a  patient  classification  system  for  rehabilitative  facilities. 

We  are  funding  a  major  study  by  the  University  of  Minnesota  to 
examine  rehabilitation  hospital  care  in  the  context  of  postacute 
care  as  a  whole.  This  study  is  tracking  the  course  and  outcomes  of 
postacute  care  provided  by  rehabilitation  hospitals,  skilled  nursing 
facilities,  and  home  health  agencies.  The  study  will  look  at  the  pa- 
tient characteristics,  the  scope  and  extent  of  care  provided,  and 
whether  the  care  was  provided  by  a  rehabilitation  hospital,  skilled 
nursing  facility,  or  home  health  agency. 

Comparisons  will  then  be  made  of  the  differences  in  patient  out- 
comes and  cost  in  the  various  treatment  settings.  The  results  of 
this  study  should  give  us  information  to  pursue  either  the  further 
design  of  a  prospective  payment  system  for  rehabilitation  hospitals, 
or  to  develop  a  system  that  bases  payment  on  patients'  characteris- 
tics. 

Data  collection  and  analysis  are  currently  under  way.  Prelimi- 
nary findings  are  expected  in  late  1990  with  a  final  report  in  1991. 
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In  1983,  we  funded  the  National  Association  of  Children's  Hospi- 
tals and  Related  Institutions  to  develop  a  revised  classification 
system  for  children's  hospital  services.  The  association's  final 
report  recommends  the  addition  of  73  children's  DRG's  to  supple- 
ment the  existing  DRG's. 

HCFA  has  directed  a  research  team  at  Boston  University  to 
evaluate  the  association's  study  to  assess  the  validity  and  impact  of 
the  proposed  children's  DRG's,  and  to  examine  implementation-re- 
lated issues.  This  report  is  expected  to  be  completed  by  the  end  of 
the  year. 

The  results  of  this  report  could  be  most  useful  to  State  Medicaid 
programs  and  other  payors  of  children's  health  care.  Fewer  than 
15,000  Medicare  patients  are  treated  annually  in  children's  hospi- 
tals. Since  PPS  is  a  system  based  on  averages,  children's  hospitals 
would  have  insufficient  Medicare  admissions  to  be  treated  fairly 
under  any  Medicare  prospective  payment  system. 

In  June  1984,  the  National  Institute  of  Mental  Health  (NIMH) 
and  HCFA  jointly  funded  the  development  of  a  psychiatric  patient 
classification  system.  Substantial  work  in  this  area  has  also  been 
conducted  intramurally  at  NIMH  and  by  trade  and  professional  as- 
sociations in  the  psychiatric  field.  Analysis  of  these  efforts  reveals 
that  psychiatric  facilities  provide  care  to  patients  with  such  diverse 
needs  and  lengths  of  stay  that  neither  DRG's  nor  any  variations 
can  adipquately  classify  psychiatric  patients. 

In  addition,  a  Department-sponsored  study  conducted  by  Health 
Economics  Research,  Inc.  found  it  would  be  extremely  difficult  to 
develop  a  prospective  payment  system  for  psychiatric  hospitals. 
The  major  reason  is  the  large  systematic  differences  in  the  cost  of 
treatment  in  public  versus  private  hospitals.  The  extent  of  insur- 
ance coverage  for  mental  health  services,  not  the  diagnosis,  often 
dictates  the  treatment  setting. 

In  1986,  HCFA  funded  the  Health  Policy  Research  Consortium  at 
Brandeis  University  to  study  the  characteristics  of  care  provided  by 
long-term  hospitals.  There  are  currently  only  87  long-term  hospi- 
tals predominantly  located  in  a  few  States  on  the  east  coast.  The 
patients  they  serve  are  usually  admitted  after  an  acute  hospital 
stay. 

However,  the  types  of  patients  treated  by  chronic-disease  hospi- 
tals are  also  treated  in  a  wide  array  of  other  acute  and  postacute 
settings.  The  relatively  small  number  of  long-term  hospitals  and 
the  need  to  ensure  equitable  payment  for  postacute  care  across  a 
diversity  of  treatment  settings  would  seem  to  argue  against  a 
unique  payment  system  for  these  hospitals. 

In  conclusion,  our  research  has  shown  the  difficulty  of  develop- 
ing prospective  payment  systems  for  hospitals  excluded  from  PPS. 
Currently  available  data  do  not  provide  the  information  necessary 
for  appropriate  predictors  of  resource  consumption.  Until  we  better 
understand  the  relationship  between  the  variations  in  treatment 
across  patient  settings  and  the  differences  in  outcomes  and  costs, 
prospective  payment  systems  for  excluded  hospitals  may  not  be  a 
sensible  approach. 

Instead,  we  need  to  encourage  movement  towards  coordinated 
care  systems  which  provide  services  over  a  broad  variety  of  treat- 
ment settings.  These  systems  avoid  the  need  to  classify  patients  for 


10 


payments  purposes,  and  they  incorporate  positive  financial  incen- 
tives for  the  efficient  and  effective  dehvery  of  services. 

We  continue  to  examine  the  impact  of  the  current  payment 
system  on  hospitals  excluded  from  PPS.  Generally,  excluded  hospi- 
tals represent  highly  specialized  and  differentiated  systems  of  care. 
We  want  to  be  sure  our  payment  policy  is  fair  and  encourages  the 
efficient  delivery  of  services.  Our  October  1  report  to  Congress  on 
eliminating  the  urban/ rural  payment  differential  will  include  an 
evaluation  of  the  payment  system  for  excluded  hospitals. 

HCFA  has  more  than  two  decades  of  experience  in  exploring 
methods  to  construct  equitable  and  rational  systems  of  Medicare 
payment  to  providers  of  services.  We  spent  considerable  effort  to 
construct  better  payment  systems  for  hospital  and  physician  serv- 
ices, and  we  will  continue  that  effort.  We  are  now  placing  in- 
creased attention  on  other  areas  which  can  benefit  from  better  pay- 
ment systems  that  provide  not  only  fair  payment  but  also  incen- 
tives for  better  care. 

I  look  forward  to  sharing  with  you  the  results  of  our  ongoing  re- 
search and  demonstrations  so  we  may  further  improve  Medicare's 
payment  structure. 

I  would  be  happy  to  answer  any  questions  you  may  have. 

Chairman  Stark.  Thank  you,  Gail. 

I  guess  we  are  here  because  we  have  been  here  before.  As  I  was 
just  trying  to  figure  out  why,  with  all  the  other  things  we  have  to 
do,  we  are  doing  this.  I  wonder  if  you  agree — hospital  outpatient 
costs  went  up  17  percent  last  year.  Why  can't  we  do  something 
about  that?  That  seems  a  lot  higher  than  other  areas. 

I  am  going  to  ask  you  if  it  would  be  fair  to  pick  some  dates.  If  we 
have  these  four  areas  would  it  be  fair  to  say  that  we  could,  in  1991, 
begin  to  work  on  a  program  for  outpatient  departments?  Is  that  a 
fair  time  scale?  Then  follow  on  in  odd-numbered  years,  and  we 
could  do  PPS,  home  health  care  or  whatever. 

Is  that  a  fair  target  for  us  to  lay  down? 

Ms.  WiLENSKY.  I  think  the  outpatient  department  is  the  one  that 
I  feel  most  comfortable  with;  since  it  is  the  first  one  to  come  up,  it 
is  probably  the  most  important.  While  in  principle  we  have  no 
question  that  if  we  can  figure  out  a  reasonable  and  equitable  pro- 
spective payment  system,  we  would  agree  that  that  date  would 
make  sense.  We  feel  most  comfortable  by  the  research  to  date  that 
has  gone  on  in  the  outpatient  setting.  At  this  point,  I  think  1991 
sounds  like  a  reasonable  target  date,  assuming  that  the  work  that 
continues  between  now  and  the  end  of  the  year  works  out  as  we 
think  it  will. 

My  hesitation  on  some  of  the  later  years  is  because,  to  date,  we 
have  had  more  difficulty  coming  up  with  what  we  see  as  being 
promising  systems  for  classification.  But  you  put  them  in  the  right 
order.  I  think  we  feel  we  have  made  progress  with  this  resource 
utilization  group,  the  so-called  RUG.  We  are  demonstrating  that 
now.  1994  might  be  a  time  we  can  say  yes,  it  is  making  progress. 

It  is  excluded  hospitals  that  we  feel  most  uneasy  about,  because 
we  have  had  the  least  success  in  getting  our  arms  around  it. 

Chairman  Stark.  I  will  steal  a  line  from  my  distinguished  rank- 
ing member  here  in  asking  you  to  barken  back  to  1983  again,  when 
I  didn't  have  the  foggiest  idea  of  what  PPS  even  meant.  It  seems  I 
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heard  the  distinguished  gentleman  from  Ohio  refer  to  the  fact  that 
at  that  point  we  were  not  really  sure  how  well  PPS  would  work, 
and  as  a  matter  of  fact  it  did  not  work  as  well  then,  it  took  con- 
stant revising  and  adjusting  for  imperfections  and  flaws  in  the 
system. 

Would  you  be  committed  philosophically  to  saying  that  we  ought 
to  get  cracking  on  this  in,  let's  say  in  1991,  as  long  as  we  would  be 
willing  to  go  ahead  and  get  off  the  complete  cost  reimbursement 
program,  providing  everyone  were  comfortable  with  adjusting  it  as 
we  went  along.  If  we  keep  adjusting  to  the  point  where  we  think 
we  have  the  perfect  system,  again  we  will  end  up  in  the  year  2000 
fine  tuning  it  before  we  put  it  into  effect. 

Is  that  a  fair  goal,  to  say  we  will  have  a  good  plan,  as  good  as  we 
can  come  up  with,  and  then  be  prepared  to  come  back  a  year  or 
two  after  we  put  it  in  and  adjust  it?  Is  that  a  reasonable  request? 

Ms.  WiLENSKY.  It  sounds  reasonable.  I  think  I  will  have  a  better 
sense  of  how  reasonable  that  is  after  we  hit  1992,  which  is  really 
the  philosophy  we  are  using  under  the  physician  payment  reform. 

Chairman  Stark.  I  am  not  trying  to  be  the  William  Seidman  of 
health  care.  I  am  trying  to  see  if  these  are  problems  that  we  ought 
to  be  getting  together  on.  It  is  going  to  be  difficult.  I  think  we  have 
to  accept  the  flaws  that  any  system  will  have  to  begin  with  and  say 
that  it  is  worth  trying  to  solve  the  problem. 

Ms.  WiLENSKY.  Again,  the  only  other  areas  that  I  am  not  sure 
when  we  will  feel  comfortable  is  the  excluded  hospitals.  For  the 
skilled  nursing  homes  and  the  home  health  agencies,  at  this  point 
we  are  going  forward  with  strategies.  We  have  no  reason  to  believe 
they  will  not  be  promising  as  we  continue  to  work  them  out. 

I  feel  pretty  comfortable  for  everything  except  excluded  hospi- 
tals, and  there  I  am  not  against  it  in  principle. 

Chairman  Stark.  Even  in  home  health,  we  are  heading  toward 
long-term  care  benefits  in  some  fashion,  however  it  will  come  out. 
With  health  costs  going  up  15  percent  per  year,  if  you  think  we  are 
suddenly  going  to  increase  the  market  by  somehow  reimbursing  for 
expanded  home  health  benefits,  you  can  build  some  sense  of  urgen- 
cy that  we  may  have  a  real  cost  dragon  out  there,  and  we  ought  to 
figure  out  how  to  keep  it  in  the  cage. 

Ms.  WiLENSKY.  With  regard  to  home  health,  we  have  a  demon- 
stration looking  at  prospective  payment  on  a  per  case  and  per  epi- 
sode basis  starting  in  October  of  this  year. 

Chairman  Stark.  Where  is  the  demonstration,  do  you  know? 

Ms.  WiLENSKY.  I  will  provide  that  for  you.  I  have  forgotten. 

[The  following  was  subsequently  received:] 

The  five  States  involved  in  the  demonstration  are  California,  Florida,  Illinois, 
Massachusetts,  and  Texas. 

Ms.  WiLENSKY.  They  will  be  in  five  States. 

Chairman  Stark.  Not  Oakland?  Is  there  one  in  California? 

Ms.  WiLENSKY.  Yes,  there  is  one  in  California. 

Chairman  Stark.  Thank  you. 

Mrs.  Johnson. 

Mrs.  Johnson.  Thank  you,  Mr.  Chairman.  Welcome,  Gail,  and 
thank  you  for  your  interesting  testimony. 
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I  am  curious  about  the  current  budget  proposal  to  reduce  by  10 
percent  payments  for  outpatient  surgery,  and  I  am  particularly 
concerned  in  the  light  of  your  testimony.  It  seems  like  you  are 
doing  exactly  what  needs  to  be  done,  looking  at  the  problems  in 
outpatient  reimbursement.  I  thought  the  11  different  categories 
certainly  attest  to  the  need  for  reform. 

It  is  my  understanding  that  there  is  a  10  percent  cut  in  pay- 
ments for  outpatient  services  in  the  current  budget.  Is  this  the 
time  to  go  ahead  with  that? 

Ms.  WiLENSKY.  I  think  what  we  are  responding  to  is  a  concern, 
the  one  Mr.  Stark  raised,  that  in  the  past  few  years  expenditures 
in  the  outpatient  area  have  grown  substantially  faster  than  they 
have  grown  on  the  inpatient  side. 

And  while  I  believe  the  information  that  we  are  seeing  to  date 
on  these  ambulatory  patient  groups  is  very  promising,  we  will 
know  much  more  by  the  end  of  the  year.  For  practical  purposes,  it 
will  be  a  little  way  off  until  we  are  actually  able  to  introduce  a 
new  payment  system  for  outpatient  services.  We  will  be  reporting 
to  you  in  January,  and  then  it  will  take  some  time  to  set  up  that 
kind  of  mechanism  if  we  all  agree  this  looks  like  the  direction  that 
we  want  to  go. 

So  I  think  the  response  really  is  not  whether  or  not  these  kinds 
of  reductions  are  the  way  we  want  to  go  for  the  future,  but  rather 
whether  or  not  seeing  the  substantial  increases  in  this  area,  it  is 
prudent  to  wait  until  we  have  established  an  alternative  payment 
methodology  before  we  try  to  make  the  cut.  We  think  the  cut  in 
payment  would  be  better. 

Mrs.  Johnson.  I  hope  we  can  avoid  doing  that  this  year.  In 
recent  tours  through  our  hospital  outpatient  facilities,  I  have  been 
struck  by  the  impact  on  them  of  our  failure  to  fund  Medicaid  ap- 
propriately. They  are  becoming  the  family  physician  of  the  poor 
people.  They  are  dealing  with  the  AIDS  patients  for  whom  there  is 
no  alternative  in  many  cities.  Just  the  environmental  changes  we 
have  made  in  regulatory  requirements  have  affected  their  costs, 
and  sometimes  arbitrarily. 

In  working  with  the  GAO  which  has  a  cost  study  in  progress,  I 
have  had  the  chance  to  visit  with  hospitals  and  see  the  difference 
between  the  costs  government  imposes  on  them  and  the  costs  third 
party  payers  impose  on  other  providers  and  on  hospitals.  There  is  a 
lot  of  ways  we  need  to  understand  how  we  are  increasing  costs 
before  we,  frankly,  rather  arbitrarily  reduce  their  reimbursements. 

While  I  appreciate  the  reimbursements  only  pertain  to  Medicare 
patients,  nonetheless  the  hospitals'  costs  are  driven  by  these  other 
factors  that  in  a  sense  have  to  be  shared  because  there  is  no  other 
provider. 

Ms.  WiLENSKY.  You  just  raised  a  difficult  point.  The  example 
that  you  raised  is  a  good  one,  where  the  problems  are  not  Medicare 
problems.  The  question  we  have  to  ask  and  you  have  to  ask  for 
yourselves  is  how  many  problems  can  we  put  on  the  Medicare 
system,  which  has  its  own  rather  fragile  financing  status,  to  re- 
solve some  of  the  other  difficult  issues  such  as  Medicaid  and  the 
uninsured  population  and  our  AIDS  population. 

I  realize  it  may  sound  cavalier  for  me  to  say  don't  put  that 
burden  on  Medicare,  but  it  is  in  its  own  fragile  financial  state.  I 
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think  most  of  what  we  are  seeing  and  the  example  that  you  raised 
are  not  problems  resulting  from  Medicare,  they  are  problems  in  a 
setting  that  Medicare  also  funds.  It  is  a  question  that  you  need  to 
deal  with.  How  much  do  you  want  that  funding  to  come  out  of 
Medicare. 

Mrs.  Johnson.  I  don't  know  when  you  will  know  the  answer  to 
this,  but  I  was  struck  by  the  difference  between  the  New  York 
study,  where  they  came  up  with  42  categories  of  ambulatory  care, 
and  the  more  recent  study  you  initiated  with  Health  Systems  Inter- 
national where  they  developed  134  categories  of  surgical  proce- 
dures in  the  ambulatory  patient  groups.  Are  we  looking  at  apples 
and  oranges? 

Ms.  WiLENSKY.  I  know  more  about  the  second  one,  because  I  just 
had  a  briefing  on  it,  than  I  do  about  the  first.  My  understanding  of 
what  we  are  trying  to  do  in  the  second,  the  APG's,  is  use  a  system 
that  is  clinically  driven  to  develop  a  set  of  categories,  making  sure 
that  the  variance  is  minimized  between  groups  and  that  the  groups 
are  formed  based  on  clinical  judgment,  which  I  think  in  general  we 
would  agree  is  the  better  way  to  go  if  we  can  do  that. 

As  it  is,  the  success  in  our  work  to  date  has  focused  much  more 
on  the  surgical  part.  We  are  really  beginning  this  month  to  work 
on  the  medical  part.  It  is  my  understanding  that  we  have  had  great 
difficulty  getting  a  classification  set  that  explains  enough  variance, 
and  this  really  has  been  what  has  stopped  us  in  the  past. 

My  understanding  is,  given  where  we  are  right  now,  we  think 
this  system  is  doing  much  better  than  we  have  done  in  the  past. 
Having  it  clinically  based  I  think  is  the  reason  we  are  finding  that. 
We  really  will  not  know  for  sure  until  we  have  a  chance  to  evalu- 
ate the  outcomes. 

Mrs.  Johnson.  One  last  question  with  regard  to  rehabilitation 
hospitals,  as  I  am  particularly  concerned  about  that  in  sort  of  the 
immediate  future.  Do  you  have  any  policy  recommendations  re- 
garding the  exclusion  of  rehabilitation  hospitals  and  any  proposals 
that  would  affect  them  this  next  year? 

Ms.  WiLENSKY.  We  agree  that  it  has  been  some  time  since  the 
base  year  occurred  and  that  rebasing  is  a  concept  that  is  reasona- 
ble and  worthy  of  consideration.  We  would  want  to  go  forward  with 
rebasing  going  across  the  board  and  not  on  a  selective  basis. 

If  we  are  going  to  rebase  in  accordance  with  a  new  estimation  of 
the  appropriate  share  of  costs,  we  would  like  that  to  occur  across 
the  board  and  not  have  the  previous  base  used  for  some  sets  of  hos- 
pitals and  a  new  base  used  for  some  others  if  the  new  base  doesn't 
look  better.  We  think  rebasing  makes  sense,  but  we  think  we  ought 
to  do  it  across  the  board  if  we  do  it. 

Mrs.  Johnson.  The  report  that  was  required  in  1989,  has  that 
been  made? 

Ms.  WiLENSKY.  This  is  our  October  1  report  that  will  address  the 
urban /rural  differential.  It  is  due  October  1. 
Mrs.  Johnson.  Thank  you  very  much. 
Ms.  WiLENSKY.  You  are  welcome. 
Mrs.  Johnson.  Thank  you,  Mr.  Chairman. 
Chairman  Stark.  Mr.  Cardin. 
Mr.  Cardin.  Thank  you,  Mr.  Chairman. 
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Let  me  see  if  I  understand  your  position  as  far  as  when  you  will 
be  coming  forward  with  proposals  for  changes  in  the  reimburse- 
ment system.  If  I  understand,  except  for  the  excluded  hospitals  and 
the  other  three  categories,  you  expect  that  you  will  be  submitting 
proposals  to  bring  those  services  within  the  PPS  system  within  the 
next  several  years? 

Ms.  WiLENSKY.  If  the  demonstrations  that  we  have  started,  or  are 
starting  shortly,  provide  useful  results,  and  assuming  prospective 
payment  is  better  than  cost-based,  that  we  would  turn  the  demon- 
stration results  into  proposals,  especially  for  home  health,  the 
skilled  nursing  facility  is  farther  behind.  We  have  to  make  the  as- 
sumption that  the  demonstrations  will  give  us  something  we  are 
satisfied  with. 

Given  the  litany  of  studies  we  have  funded  over  the  past  decade, 
the  answer  is  that  sometimes  they  do,  and  sometimes  they  don't.  If 
you  want  to  assume  that  the  demonstration  we  have  ready  to  start 
pans  out  in  the  design  and  methodology,  then  as  those  are  conclud- 
ed— and  I  have  given  you  the  evaluation  dates  when  we  expect 
them  to  be  done — shortly  thereafter  we  will  be  glad  to  sit  down  and 
talk  about  a  further  strategy. 

Because  of  where  we  are,  we  feel  most  comfortable  with  the  out- 
patient departments.  I  think  we  are  pretty  comfortable  about  what 
the  skilled  nursing  facilities  demonstration  is  doing  in  Medicare, 
but  SNF's  are  a  pretty  minor  payor.  Now  we  are  starting  a  pro- 
spective payment  demonstration  for  Medicare  patients.  If  that 
same  classification  system  works  as  well  for  Medicare  as  it  seemed 
to  for  Medicaid,  then  we  will  be  more  comfortable  about  turning 
that  into  a  proposal.  Assuming  that  research  and  the  demonstra- 
tion work  well,  a  SNF  proposal  ought  to  follow  shortly. 

Mr.  Cardin.  As  you  come  forward  with  the  new  system,  there  is 
no  assurance  that  it  would  be  to  reduce  the  amount  of  the  Medi- 
care pie  for  those  particular  services,  but  rather  the  methodology 
of  how  those  funds  are  distributed  among  providers  of  those  serv- 
ices. 

Ms.  WiLENSKY.  You  Can  build  that  into  it.  As  you  know,  if  you 
want  to  make  a  new  system,  you  change  a  payment  methodology. 
You  can  make  the  system  budget  neutral,  if  you  so  request  or 
desire. 

Mr.  Cardin.  One  of  my  concerns  is  that  as  we  are  in  this  stage 
right  now  of  not  really  knowing  what  the  recommendations  will  be, 
whether  it  is  to  change  or  not,  do  we  have  a  strategy  for  how  to 
deal  with  the  costs  that  are  currently  being  incurred  in  these 
areas?  We  have  had  large  percentage  increases.  Are  we  so  focused 
on  looking  at  these  programs  and  looking  at  when  they  should 
come  under  PPS  that  we  are  not  looking  at  ways  of  trying  to  keep 
the  costs  as  effective  as  possible  under  our  current  budget? 

Ms.  WiLENSKY.  Let  me  respond  to  that  in  two  ways.  First,  that  is 
why  we  are  continuing  to  promote  the  concept  of  coordinated  care 
to  try  to  find  appropriate  bundles  of  payment  for  people,  and  not  to 
have  the  payment  be  set  at  specific  payment  rates  for  patients  in 
each  of  the  various  settings,  and  then  wonder  if  we  set  up  an  incen- 
tive that  will  change  how  people  are  cared  for,  were  they  in  differ- 
ent settings. 
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That  is  why  we  are  so  interested  in  the  appropriate  care,  wheth- 
er the  setting  is  the  skilled  nursing  home  or  an  acute-care  hospital 
or  no  treatment  at  all.  With  coordinated  care,  you  have  somebody 
responsible  for  looking  at  the  whole  package  of  services. 

Having  said  that,  there  are  some  areas  in  which  I  think  you  can 
look  now  and  say  that  there  are  limits  under  the  cost-based  system. 
For  example,  in  the  excluded  hospital  category,  we  have  a  cost- 
based  system  but  it  is  set  with  limits.  It  has  not  been  growing  ex- 
cessively. The  limits  are  having  an  effect  on  the  hospitals.  We 
agree  that  we  ought  to  be  worrying  about  how  we  are  paying  for 
services  while  we  decide  whether  another  system  is  better. 

In  several  of  the  cases  it  is  the  TEFRA  limits  or  other  methodolo- 
gies that  we  think  are  putting  some  constraints  on  how  we  are 
paying. 

Mr.  Cardin.  I  appreciate  the  answer.  I  guess  my  major  concern 
would  be  in  the  outpatient  area.  Seems  to  me  that  might  be  the 
easier  area  for  the  health  care  providers  to  try  to  get  additional  re- 
imbursement if  they  are  unable  under  the  PPS  system. 

Ms.  WiLENSKY.  The  numbers  that  were  mentioned  for  outpatient 
departments  demonstrate  a  trend.  We  don't  disagree  that  we  need 
to  do  something  here.  There  was  a  big  spurt  in  outpatient  depart- 
ment expenditures  following  PPS. 

In  fact,  when  you  look  at  the  numbers,  there  have  been  high 
rates  of  expenditures  on  outpatients  even  before  PPS.  There  was 
an  initial  blip  up  right  after  PPS,  but  in  the  last  couple  of  years 
the  numbers  have  moderated.  In  1988,  the  increase  was  11  percent. 
In  1989,  the  increase  was  13  percent.  There  were  some  earlier  peri- 
ods when  there  were  jumps  but  if  you  look  at  the  period  even 
before  PPS,  the  increase  was  actually  bigger,  in  the  20  percent 
range,  than  it  was  following  PPS. 

Again,  I  don't  want  to  say  this  is  not  a  problem  area. 

Mr.  Cardin.  How  does  that  percentage  compare  with  the  per- 
centages of  hospital  costs? 

Ms.  WiLENSKY.  It  is  way  more  than  what  we  are  seeing  for  hospi- 
tals. There  is  no  question.  I  don't  want  to  indicate  that  it  is  not  an 
area  that  we  not  taking  care  of.  Part  of  the  problem  is  the  one  I 
mentioned  of  paying  for  outpatient  services  under  11  different 
methodologies.  That  is  a  lot  to  keep  track  of.  If  we  can— and  I 
really  feel  quite  hopeful  and  positive  about  this — put  this  particu- 
lar area,  which  is  growing  quickly  and  is  exceedingly  complicated 
in  terms  of  how  we  pay,  on  an  effective  system,  I  think  we  will 
make  a  substantial  impact.  We  are  much  closer  there  and  much 
more  satisfied  with  the  results  than  we  are  in  any  of  the  other 
areas. 

Mr.  Cardin.  There  are  two  points  here.  One  is  that  we  look  to 
what  comes  out  of  these  studies  as  to  outpatients  and  other  areas, 
and  also  in  the  meantime  some  actions  will  need  to  be  taken  so  we 
really  need  to  be  on,  I  guess,  dual  track. 

Thank  you. 

Ms.  WiLENSKY.  Thank  you. 
Chairman  Stark.  Mr.  Gradison. 

Mr.  Gradison.  Dr.  Wilensky,  I  would  like  to  make  sure  I  under- 
stand the  proposal  for  a  10-percent  reduction  in  what  is  paid  to 
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hospitals  for  outpatient  services.  They  are  now  paying  on  a  cost 
basis  as  I  understand  it. 

Are  the  accounting  conventions  so  lax  that  we  can  pay  10  per- 
cent less  in  costs  and  the  hospitals  still  provide  these  services?  I  am 
not  trying  to  ask  that  question  in  a  loaded  way  but  if  it  is  truly 
cost  and  we  say  we  are  going  to  pay  you  10  percent  less  than  cost, 
that  says  to  me  that  we  are  going  to  require  you  to  absorb  a  loss  of 
10  percent  in  this  business  which  is  kind  of  an  open  invitation  to 
stop  offering  the  service. 

I  am  wondering  where  does  the  10  percent  come  from  and  why 
do  you  think  it  can  be  absorbed  without  diminishing  access  or  af- 
fecting quality. 

Ms.  WiLENSKY.  I  think  that  the  issue  of  whether  it  will  affect 
access  or  whether  it  will  reduce  utilization,  is  really  the  question 
that  we  are  posing.  We  are  concerned  that  there  has  been  an  exces- 
sive amount  of  utilization  going  on  in  some  of  the  outpatient  de- 
partments. We  are  proposing  a  cut  in  order  to  try  to  put  pressure 
on  that  utilization. 

The  access  question  depends  on  whether,  when  you  reduce  utili- 
zation, you  think  there  has  been  excessive  or  appropriate  amounts 
of  utilization. 

There  has  been  concern  that  there  has  been  some  shifting  of 
services  to  the  outpatient  area  and  in  an  attempt  to  try  to  control 
inpatient  utilization. 

Mr.  Gradison.  I  appreciate  this  but  I  am  still  wondering  what 
kind  of  a  response  we  anticipate  from  the  hospitals  who  currently 
offer  services.  Is  it  the  expectation  that  basically  they  will  continue 
doing  what  they  are  doing,  that  they  have  enough  fat  in  the  way  in 
which  they  allocate  costs,  it  will  not  have  an  effect,  or  is  there  an- 
ticipation that  they  will  reduce  the  clinic  hours,  using  queuing  in 
order  to  make  it  harder  to  obtain  services?  What  do  we  want  them 
to  do  and  why  will  this  mechanism  cause  them  to  do  what  we  want 
them  to  do? 

Ms.  WiLENSKY.  Under  cost-based  systems  you  have  no  incentive 
to  change  or  find  a  more  efficient  way  to  do  things.  That  is  why  we 
got  off  cost-based  reimbursement  for  hospitals. 

This  is  a  clear  hard  push  to  get  them  to  try  to  do  things  in  a  less 
expensive  manner. 

Mr.  Gradison.  How? 

Ms.  WiLENSKY.  To  change  how  they  do  things,  to  change  how 
they  configure. 

Mr.  Gradison.  Fewer  personnel,  hourly  wages,  shorter  hours, 
less  services,  all  of  the  above. 

Ms.  WiLENSKY.  The  fewer  services  is  not  to  do  it  more  cheaply;  it 
is  to  do  it  less.  That  can  also  happen.  If  they  can  do  it  less,  that 
depends  on  if  they  think  they  are  doing  some  things  they  should 
not  be  doing.  The  number  of  personnel  per  bed  and  per  patient  has 
increased  in  the  last  half  of  the  decade. 

Is  it  the  right  number?  Was  it  the  right  number  before?  I  don't 
know.  This  is  putting  pressures  on  hospitals  to  try  to  find  a  way  to 
do  it  less  expensively.  That  may  mean  either  with  different  person- 
nel, fewer  personnel,  with  a  different  mix  of  personnel  and  capital, 
maybe  having  different  hours.  It  depends  on  whether  or  not  they 
are  using  their  hourly  time  in  an  efficient  or  inefficient  way. 
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It  is  clearly  to  put  pressure  on  the  group  to  do  it  in  a  cheaper 
way,  just  as  when  you  have  prospective  payment  based  on  average 
costs,  you  are  trying  to  put  pressure  on  a  group  to  provide  the  serv- 
ice in  the  least  costly  way. 

Mr.  Gradison.  Prospective  payment  was  not  institution  specific. 
It  was  based  on  regional  considerations. 

Ms.  WiLENSKY.  Correct. 

Mr.  Gradison.  Here  as  I  understand  it  it  is  cost  plus  10  percent 
on  an  institution. 

Ms.  WiLENSKY.  Correct,  and  to  put  it  on  the  institution  to  try  to 
find  less  expensive  ways  to  do  things. 

Mr.  Gradison.  Good  luck.  Thank  you. 

Thank  you,  Mr.  Chairman. 

Chairman  Stark.  Mr.  Levin. 

Mr.  Levin.  I  was  not  going  to  ask  any  questions  but  let  me  just 
be  clear,  the  10  percent  came  from  where? 
Ms.  WiLENSKY.  I  will  find  out. 

Chairman  Stark.  Was  it  the  Book  of  Proverbs  or  Deuteronomy?  I 
don't  know. 

Mr.  Levin.  I  didn't  mean  to  put  anybody  on  the  spot. 

Ms.  WiLENSKY.  It  is  not  a  magical  number.  It  is  trying  to  put  a 
brake  on  expenditures  which,  as  the  Chairman  indicated,  have 
been  increasing  a  lot  faster  than  the  world  at  large  or  the  budget- 
ary world  thought  was  appropriate. 

Mr.  Levin.  I  think  it  may  illustrate  the  dilemma  we  are  in  when 
we  have  a  somewhat  irrational  system,  so  what  we  do  is  to  hope 
that  two  irrationalities  make  a  rationality,  right? 

Ms.  WiLENSKY.  This  is  not  a  long-term  solution. 

Mr.  Levin.  It  is  just  an  interim  until  

Ms.  WiLENSKY.  Until  we  figure  out  what  else  we  want  to  do. 

Mr.  Levin.  I  am  sorry  I  missed  the  first  part  of  the  testimony 
although  it  has  been  described  for  me.  What  is  your  timetable? 

Ms.  WiLENSKY.  The  timetable  varies  by  pieces  of  what  we  are 
doing.  With  regard  to  the  outpatient  department,  we  are  testing  a 
new  classification  system  that  is  now  being  developed  for  the  surgi- 
cal part  of  ambulatory  services.  And  we  are  expanding  to  include 
the  medical  part  this  summer.  We  will  also  be  looking  at  the 
impact  of  this  system. 

We  will  have  a  report  to  Congress  in  January.  If  the  system 
looks  as  promising  as  it  appears  now,  much  more  promising  than 
our  earlier  forays  into  trying  to  come  up  with  a  classification 
system  for  ambulatory  care,  and  you  all  agree  with  our  assessment 
after  the  report  is  delivered,  then  I  think  in  1991  we  can  think 
about  having  some  work  on  a  payment  system  being  explored. 

It  is  the  others  that  are  further  behind,  although  the  next  down 
the  line  is  the  skilled  nursing  facility  payment  system.  That  work 
has  been  going  on  for  Medicaid;  Medicare  is  not  a  big  payer.  So  we 
are  now  having  a  demonstration  that  will  look  at  trying  to  use 
these  resource  utilization  groups,  called  RUG's  for  Medicare.  If  it 
works  as  well  as  it  has  for  Medicaid,,  then  it  becomes  a  payment 
system  we  can  use  for  both  Medicare  and  Medicaid,  but  that  will 
not  be  completed  until  1994. 

For  home  health  care,  we  are  starting  demonstrations  in  October 
to  look  at  prospective  payment  on  a  per  patient  basis. 
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One  area  I  don't  see  moving  off  cost-based  reimbursement  any 
time  soon  is  the  excluded  hospitals,  and  that  is  because  despite  a 
lot  of  research  and  a  lot  of  effort,  we  cannot  seem  to  find  a  way  to 
get  our  arms  around  an  area  that  has  a  lot  of  diversity.  A  system 
of  averages  just  doesn't  seem  to  make  a  lot  of  sense  either  because 
diagnosis  doesn't  seem  to  be  a  good  predictor  or  because  there  are 
settings  that  are  very  different  geographically  from  others. 

The  place  we  did  best  with  the  excluded  hospitals  is  children's 
hospitals.  The  problem  there  is  that  we  are  not  much  of  a  payer 
and  it  makes  more  sense  for  the  States  to  think  about  the  73  chil- 
dren's DRG's  that  the  National  Association  of  Children's  Hospitals 
has  tested  and  are  now  evaluating  for  CHAMPUS.  But  we  only 
serve  15,000  kids  so  that  would  be  a  lot  of  change  for  that  kind  of 
volume. 

Again,  we  are  furthest  ahead  for  the  outpatient  departments. 
That  is  the  area  that  has  caused  the  greatest  concern  in  terms  of 
growth. 

Mr.  Levin.  Thank  you. 

Thank  you,  Mr.  Chairman. 

Chairman  Stark.  Before  I  recognize  some  members  who  have  ad- 
ditional questions,  I  wanted  to,  more  for  the  record  than  harass- 
ment, to  see  if  you  would  like  to  leave  us  some  comments  on  the 
Hospital  Uniform  Reporting  Demonstration  Project.  Assuming  we 
are  going  to  get  you  some  money,  I  am  getting  itchy  about,  the  Es- 
sential Access  Community  Hospital  Program.  Do  you  have  any 
good  news  for  us  on  those  two  items? 

Ms.  WiLENSKY.  OK.  Let  me  begin  with  the  uniform  reporting 
demonstration.  I  know  it  is  an  area  of  some  interest  to  you.  We 
have  developed  the  cost  reports.  They  have  been  approved  by  0MB 
for  the  demonstration.  They  have  been  sent  to  the  fiscal  interme- 
diaries in  California  and  Colorado,  our  two  sites.  The  providers 
have  to  file  6  month  intermediary  reports.  The  first  ones  were  col- 
lected at  the  end  of  March  this  year. 

Chairman  Stark.  How  were  they?  Were  they  outraged? 

Ms.  WiLENSKY.  The  information  I  have  as  of  sometime  last 
month  is  that  of  the  650  providers  participating,  about  250  provid- 
ers submitted  data  thus  far. 

Right  now  the  answer  is  we  don't  know  how  good  the  data  are 
because  intermediaries  have  60  days  to  evaluate  it  and  then  to  get 
us  a  report.  So  sometime  by  the  end  of  May,  beginning  of  June,  we 
should  be  able  to  informally  give  you  an  assessment  about  what 
the  first  round  looked  like. 

Chairman  Stark.  Great.  I  look  forward  to  it. 

Ms.  WiLENSKY.  Let  me  share  with  you  where  we  are  with  our 
EACH  and  PCH  activities.  OBRA  1989  included  provisions  for  the 
essential  access  community  hospitals  and  the  rural  primary  com- 
munity hospitals  which  would  agree  to  hold  patients  up  to  72  hours 
and  have  no  more  than  six  beds.  The  facilities  would  get  paid  in  a 
different  manner;  on  a  cost  basis. 

We  think  that  rural  primary  community  hospitals  represent  a 
very  important  possibility  to  try  to  take  some  of  the  rural  hospitals 
that  have  exceedingly  low  occupancy  rates  now  and  are  not  eco- 
nomically viable,  that  may  or  may  not  be  providing  appropriate 
medical  services,  and  to  have  them  carry  on  an  important  function 
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where  they  serve  as  a  holding  capacity  until  patients  can  be  trans- 
ferred elsewhere. 

As  you  indicated,  we  were  authorized  to  do  this  but  funds  were 
not  appropriated  to  do  this.  We  have  worked  on  getting  a  solicita- 
tion ready.  We  will  more  or  less  be  ready  to  start  the  project  early 
in  the  next  fiscal  year,  assuming  that  we  have  some  appropriations 
to  initiate  it. 

I  have  asked  a  couple  of  times  about  how  that  looks  and  I  have 
gotten  various  answers. 

Chairman  Stark.  Thank  you,  very  much.  That  is  very  good  news. 
Mrs.  Johnson. 

Mrs.  Johnson.  I  was  just  looking  over  some  charts  about  possible 
revenue  sources  by  bed  size.  I  just  want  to  put  in  the  record  my 
increased  anxiety  about  the  10  percent  proposal  because  hospitals 
under  100  beds  on  average  derive  30  percent  of  their  revenues  from 
their  outpatient  activities.  Furthermore,  many  of  these  are  rural 
hospitals  where  we  don't  have  physicians,  where  we  have  an  inad- 
equate medical  community. 

So  these  small  rural  hospitals  are  becoming  that  source  of  care. 
Larger  hospitals,  above  400  beds,  are  dependent,  17  to  18  percent, 
on  outpatient  revenues.  I  understand  that  is  a  part  of  a  bigger  pie. 
But  it  does  strike  me  that  the  10  percent  cut  could  have  an  inordi- 
nately heavy  handed  effect  on  the  smaller  rural  hospitals. 

Ms.  WiLENSKY.  Well,  I  think  either  we  are  concerned  about  the 
rapid  increases  that  we  have  frequently  commented  on  in  the  out- 
patient department  and  want  to  act  to  do  something.  I  guess  I  get 
very  different  signals  and  messages  depending  on  who  I  talk  to. 
Outpatient  departments  have  generally  been  regarded  as  a  major 
area  of  concern,  given  that  hospital  inpatient  expenditures  have 
been  growing  at  a  much  slower  rate  than  hospital  outpatient  ex- 
penditures. 

While  they  are  not  the  incredible  kinds  of  rates  we  saw  for  a 
couple  of  years,  that  is  21  or  25  percent,  they  are  substantially 
more  than  elsewhere. 

With  regard  to  the  rural  hospitals,  it  seems  to  me  that  we  have 
to  try  and  set  up  a  whole  series  of  exceptions  in  order  to  take  ac- 
count of  certain  rural  hospitals  that  are  in  particular  circum- 
stances, and  that  that  makes  some  sense  with  regard  to  their  out- 
patient departments. 

Mrs.  Johnson.  I  commend  you  on  the  studies  that  you  have 
going.  I  hope  we  will  defer  the  reductions  in  reimbursements  until 
your  studies  are  further  along  and  we  can  do  it  on  that  basis.  I  do 
hope  some  of  the  other  studies  we  are  doing  will  give  us  some 
better  insight  to  areas,  other  areas  where  we  can  control  costs.  I  do 
have  a  letter  on  the  way  to  your  department  that  inquires  about 
something  that  is  happening  now  that  touches  on  this  point,  some- 
thing about  the  documentation  that  the  department  requires  from 
physicians  for  services  like  lab  tests,  et  cetera. 

If  the  physician  is  going  to  buy  that  from  the  hospital,  it  requires 
the  physician  to  provide  a  great  deal  more  documentation  than  if 
he  were  going  to  send  that  Medicare  patient  to  a  private  lab.  This 
is  having  an  impact  on  the  same  small  hospitals,  of  seeing  a 
demand  for  their  services  which  they  depend  on  in  terms  of  reve- 
nues, being  depressed  even  though  their  services  are  often  at  lower 
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costs  than  the  private  labs.  The  physicians  say  that  there  is  too 
much  paper  work  and  they  can  do  the  same  thing  for  the  person 
over  here  with  less  paper  work.  This  is  diverting  funding  from 
some  of  our  small  hospitals. 

Ms.  WiLENSKY.  I  will  be  glad  to  look  into  it.  I  don't  know  about 
the  problem  that  you  are  raising. 

Mr.  Levin  [presiding].  Thank  you.  Once  again  welcome.  We  had 
the  privilege  of  hearing  you  twice  this  week.  It  was  very  illuminat- 
ing, Dr.  Wilensky.  Now  you  can  go  back  and  work  on  that  10  per- 
cent. We  also  welcome  your  candor,  by  the  way. 

Ms.  Wilensky.  Thank  you. 

STATEMENT  OF  STUART  H.  ALTMAN,  PH.D.,  CHAIRMAN,  PROSPEC- 
TIVE PAYMENT  ASSESSMENT  COMMISSION,  ACCOMPANIED  BY 
DONALD  A.  YOUNG,  M.D.,  EXECUTIVE  DIRECTOR 

Mr.  Levin.  Our  next  witnesses  are  Dr.  Altman  and  Dr.  Young. 
Welcome  as  always.  We  look  forward  to  hearing  what  you  are 
doing  on  these  major  issues  not  yet  covered  by  the  umbrellas. 

Mr.  Altman.  Thank  you,  Mr.  Levin. 

Thank  you  for  allowing  me  to  come  up  to  speak  to  the  commit- 
tee. Before  I  get  into  my  formal  testimony,  let  me  tell  you  how  ap- 
preciative I  am  to  be  able  to  even  discuss  this  issue.  Looking  at 
how  our  system  is  working  not  only  in  the  Medicare  program  but 
also  the  total  health  system,  time  and  time  again  it  is  clear  to  me 
that  we  have  developed  an  extremely  complex  payment  system 
that  often  runs  at  cross-purposes  with  each  other. 

Just  looking  at  the  table  that  we  prepared  for  you  in  our  testimo- 
ny that  shows  how  outpatient  care  is  paid  for,  not  only  do  I  not 
understand  it,  but  I  think  if  anyone  can  completely  explain  it  to 
you  without  looking  at  that  piece  of  paper,  they  are  worthy  of  a 
special  degree  in  ambiguity  and  complexity. 

Another  thing  that  is  clear  to  me  as  I  try  to  understand  PPS  is 
that  what  we  though  the  incentives  were  going  to  be  and  how  the 
system  would  work  often  doesn't  turn  out  to  be  that  way  at  all.  As 
we  ask  why,  we  find  we  have  a  whole  set  of  other  incentives  out 
there,  whether  it  is  outpatient  pricing  policy  or  the  fact  that  PPS  is 
only  paid  for  by  Medicare  or  that  hospitals  need  to  respond  to 
other  payers  as  well,  it  becomes  increasingly  clear  to  me  that  this 
area  of  outpatient  care,  excluded  hospitals,  SNF's  and  these  other 
areas  need  to  have  payment  policy  that  is  consistent  within  itself 
or  consistent  with  those  parts  of  the  system  we  have  put  in  play  for 
inpatient  care  and  physician  care. 

Mr.  Altman.  Right  now,  they  run  at  cross-purposes  with  each 
other.  It  is  not  to  say  that  I  am  here  to  tell  you  I  have  got  the 
magic  answer.  I,  unfortunately,  am  in  a  position  I  am  not  usually 
in  where  I  can  only  assess  many  of  the  problems.  But  with  that 
said,  it  is  a  very  important  area,  and  to  the  extent  that  we  can  be 
helpful  to  this  committee,  I  surely  would  welcome  it. 

Although  as  I  look  over  the  issue,  I  am  not  so  sanguine  that  we 
will  be  able  to  come  up  here  a  year  or  2  years  from  now  with  a 
concrete  policy  that  all  of  us  could  find  helpful. 
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Let  me  turn  to  my  testimony  and  briefly  talk  about  the  Medicare 
payment  system  for  services  that  are  provided  outside  the  inpatient 
hospital  setting  and  by  PPS-excluded  hospitals. 

You  also  asked  that  my  testimony  summarize  the  recommenda- 
tions of  ProPAC  with  respect  to  high  Medicare  hospitals,  and  I 
have  done  so,  and  will  be  glad  to  answer  questions  about  that. 

ProPAC's  June  report  on  the  functioning  of  the  American  health 
care  system,  and  specifically  the  impact  of  PPS  on  that  system  will 
be  delivered  to  Congress  in  a  few  weeks.  Much  of  my  testimony 
today  is  drawn  from  that  information. 

In  addition,  in  the  Omnibus  Budget  Reconciliation  Act  of  1989, 
Congress  asked  the  Commission  to  report  on  the  growth  in  hospital 
outpatient  services,  and  to  make  recommendations  for  outpatient 
policy  reform.  The  report  on  the  growth  in  services  will  be  deliv- 
ered to  you  in  July,  as  required. 

The  Commission's  recommendations  for  improvements  in  outpa- 
tient payment  policies  are  due  March  1,  1991,  and  as  I  indicated,  I 
hope  we  are  able  to  come  up  with  something  that  not  only  makes 
sense  to  us,  but  more  importantly  makes  sense  to  you. 

As  you  know,  the  delivery  of  health  care  services  is  undergoing 
significant  evolution.  Medical  advances  as  well  as  attempts  to  con- 
trol health  care  spending  by  Medicare  and  other  third-party  payers 
are  influencing  not  only  the  types  of  services  received,  but  also  the 
site  of  the  care. 

The  most  prominent  change  is  in  a  shift  in  the  site  of  care  from 
inpatient  to  the  outpatient  setting.  In  addition,  spending  for  other 
services  that  are  provided  outside  the  inpatient  setting  continues  to 
grow  rapidly. 

ProPAC  is  concerned  about  how  these  new  modes  of  service  de- 
livery, and  the  financing  mechanisms  that  support  them  affect  the 
growth  of  Medicare  expenditures  as  well  as  beneficiary  out-of- 
pocket  costs. 

In  addition,  the  Commission  continues  to  be  concerned  about  the 
impact  of  these  changes  on  the  quality  of  health  care  services  and 
on  access  to  needed  care  for  Medicare  beneficiaries.  As  we  look  at 
the  issue  of  inpatient  hospital  payments — it  is  clear  that  PPS  has 
constrained  overall  hospital  revenues,  particularly  the  reimburse- 
ment from  Medicare. 

Much  of  this  constraint  was  the  result  of  reductions  in  admis- 
sions, but  I  think  it  is  fair  to  say  in  addition,  admission  rates,  while 
not  going  down,  have  not  gone  up  as  fast  as  they  could  have  with 
the  old  system. 

But  the  issue  before  us  today  is,  as  we  constrain  the  inpatient 
side  of  the  system,  what  impact  does  that  have  on  outpatient  care? 
What  impact  does  it  have  on  the  quantity  and  quality  of  those  serv- 
ices, and  have  we  in  fact  created  a  payment  system  that  is  distort- 
ing the  medical  delivery  system  more  than  seems  appropriate? 

As  I  indicated  in  my  opening  remarks,  much  has  been  done 
about  the  payment  system  for  outpatient  care.  We  have  a  whole 
list  of  complicated  procedures  and  payment  systems  that  are  out 
there,  but  the  rhyme  or  reason  in  those  systems  sort  of  leaves  you 
with  the  feeling  that  more  needs  to  be  done. 

Dr.  Wilensky,  in  her  testimony,  talked  about  the  number  of  ex- 
perimentations that  are  going  on,  and  we,  too,  are  watching  them 
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carefully.  What  is  clear  to  me  personally,  is  that  it  would  be  a  big 
mistake  to  come  up  with  an  extremely  complicated  new  fee-for- 
service  system  without  dealing  with  the  quantity  of  services  and 
with  the  set  of  incentives  that  asks  the  system  to  provide  these 
services  in  an  efficient  way. 

Hopefully,  we  will  be  providing  that  recommendation  to  you. 

In  summary,  Mr.  Chairman,  as  I  indicated,  PPS  was  intended  to 
constrain  Medicare  spending  for  inpatient  services.  It  is  now  neces- 
sary to  improve  Medicare  payment  policy  for  noninpatient  services. 
Again,  without  repeating  Dr.  Wilensky,  the  biggest  growth  rates  in 
terms  of  the  Medicare  program  and  hospital  reimbursement,  has 
been  on  the  outpatient  side.  That  is  not  necessarily  bad. 

We  sort  of  ask  the  system  to  do  that.  That  is  what  we  asked  of 
PPS.  Whether  it  has  gone  too  far  or  not  is  a  question  that  deserves 
further  analysis,  as  well  as  in  developing  a  payment  policy. 

Currently,  payments  for  outpatient  services  vary  by  the  site  of 
service  and  the  services  performed.  Many  of  these  payment  meth- 
ods are  based  on  a  modified  form  of  fee-for-service.  Payments  for 
other  services  continue  to  be  linked  to  cost-based  reimbursement. 
The  payment  methods  for  various  outpatient  services  are  indicated 
in  the  table  that  I  have  attached  to  my  testimony,  table  3. 

Congress  has  directed  the  Secretary  of  Health  and  Human  Serv- 
ices to  develop  a  model  payment  system  for  all  hospital  outpatient 
services  by  January  1,  1991.  We  at  ProPAC  have  been  asked  to  pro- 
vide our  views  on  the  Secretary's  proposals  and  to  submit  a  report 
to  you  with  our  recommendations  on  outpatient  policy  reform  by 
March  of  1991.  As  I  indicated,  we  will  try  very  hard  to  meet  that 
deadline. 

The  major  issues  we  are  struggling  with  in  developing  outpatient 
policy  payment  reform  are  in  defining  what  the  unit  of  service 
should  be,  and  developing  a  method  of  payment.  The  unit  of  service 
must  be  defined  before  a  payment  method  can  be  developed. 

At  one  extreme,  it  could  be  a  test  or  a  procedure.  As  I  indicated, 
I  hope  we  don't  go  down  that  road,  because  we  will  be  back  to  a 
complicated  fee-for-service.  At  the  other  extreme,  the  unit  could  be 
a  package  of  services  that  includes  an  entire  episode  of  care.  We 
are  also  concerned  that  focusing  only  on  price  without  examining 
the  issue  of  volume  of  services  ignores  the  possibility  of  extra 
growth  occurring  in  the  volume  of  services  provided. 

Recent  changes  in  payment  for  hospital  outpatient  services  in- 
cluding ambulatory  surgery,  radiology  and  clinical  laboratory  serv- 
ices have  constrained  the  price  that  Medicare  pays  for  these  serv- 
ices. These  payment  changes,  however,  have  not  helped  to  limit  the 
number  of  services  provided. 

One  way  to  control  both  price  and  the  number  of  services  is  to 
develop  larger  packages  of  units  of  services  using  one  of  the  patient 
classification  systems  that  Dr.  Wilensky  talked  about. 

The  Commission  is  examining  the  feasibility  of  using  these  sys- 
tems for  payments  to  outpatient  hospital  services.  At  the  same 
time,  it  does  not  appear  that  any  single  classification  system  can  be 
used  to  pay  for  all  services  furnished  in  the  hospital  outpatient  de- 
partment. 

If  so,  we  may  recommend  using  more  than  one  unit  of  service 
and  more  than  one  payment  method. 
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In  addition,  we  are  interested  in  exploring  a  mechanism  for  con- 
trolling growth  and  the  volume  of  services.  We  are  interested  in 
the  method  put  in  place  by  the  Congress  as  part  of  the  physician 
payment  reform.  That  is,  tying  future  price  increases  to  some  sort 
of  overarching  expenditure  limits  for  all  outpatient  care  or  for  sub- 
categories of  care. 

We  still  have  a  great  deal  of  work  to  complete  before  our  recom- 
mendations are  due  in  March. 

The  rest  of  my  testimony  goes  through  the  various  areas  that 
you  asked  us  to  focus  on.  Ambulatory  surgery  centers,  ASC  pay- 
ment policy,  and  other  types  of  ambulatory  care,  the  issues  of  PPS 
excluded  hospitals  and  distinct  parts  units,  as  well  as  postacute 
care  services  in  skilled  nursing  facilities  and  home  health  care. 

I  won't  go  into  them  now,  and  I  would  ask  that  my  complete  tes- 
timony be  put  into  the  record.  I  also  indicated  that  we  have  sum- 
marized our  recommendations  with  respect  to  high  Medicare  hospi- 
tals, and  if  you  are  interested,  I  will  be  glad  to  answer  questions 
about  that. 

I  am  accompanied  this  morning  by  Dr.  Donald  Young,  who  is  our 
Executive  Director.  We  will  be  glad  to  answer  any  questions  that 
you,  Mr.  Chairman,  or  other  members  of  the  committee  have. 
Thank  you  for  allowing  me  to  testify  there  this  morning. 

[The  statement  of  Mr.  Altman  follows:] 
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TESTIMONY  OF  STUART  H.  ALTMAN,  PH.D.,  CHAIRMAN 
PROSPECTIVE  PAYMENT  ASSESSMENT  COMMISSION 


Good  morning  Mr.  Chairman,  I  am  pleased  to  be  here  today  to  discuss  Medicare  payment 
for  services  that  are  provided  outside  the  inpatient  hospital  setting  and  by  PPS-excluded 
hospitals.  I  am  accompanied  today  by  Donald  A.  Young,  M.D.,  the  Commission's  Executive 
Director. 

ProPAC's  June  report  to  Congress  will  be  delivered  to  you  in  a  few  weeks.  Much  of  my 
testimony  today  is  drawn  from  information  in  that  report.  In  addition,  in  the  Omnibus 
Budget  Reconciliation  Act  of  1989,  Congress  asked  tne  Commission  to  report  on  the  growth 
in  hospital  outpatient  services  and  to  maJce  recommendations  for  outpatient  payment  policy 
reform.  The  report  on  the  growth  in  services  will  be  delivered  to  you  in  July,  as  reqmred. 
The  Commission's  recommendations  for  improvements  in  outpatient  hospital  payment 
policy  are  due  March  1,  1991. 

As  you  know,  the  deliveiy  of  health  care  services  is  undergoing  significant  evolution. 
Medical  advances  as  well  as  attempts  to  control  health  care  spending  by  Medicare  and 
other  third-party  payers  are  influencing  not  only  the  types  of  services  received  but  also  the 
site  of  the  care.  The  most  prominent  change  is  a  shift  in  the  site  of  care  from  the  inpatient 
to  the  outpatient  setting.  In  addition,  spending  for  other  services  that  are  provided  outside 
the  inpatient  setting  continues  to  grow  rapidly.  ProPAC  is  concerned  about  how  these  new 
modes  of  service  delivery,  and  the  fmancmg  mechanisms  that  support  them,  affect  the 
growth  of  Medicare  expenditures,  as  well  as  beneficiaiy  out-of-pocket  costs.  In  addition, 
the  Commission  continues  to  be  concerned  about  the  unpact  ot  these  changes  on  the 
quality  of  health  care  services  and  on  access  to  needed  care  for  Medicare  beneficiaries. 

CONSTRAINTS  ON  INPATIENT  HOSPITAL  PAYMENTS 

Since  PPS  began,  the  overall  rate  of  increase  in  Medicare  expenditures  for  hospital 
inpatient  care  has  slowed  substantially.  Between  1980  and  1983,  expenditures  tor  inpatient 
care  increased  an  average  17  percent  annually.  Since  1984,  expenditures  have  increased 
only  about  5  percent  annually.  Much  of  this  decline  in  spending,  however,  is  due  to  a 
decrease  in  hospital  admissions.  Nevertheless,  after  adjusting  for  inflation.  Medicare 
payments  per  admission  rose  more  slowly  after  PPS  than  before. 

As  expenditures  for  inpatient  hospital  care  slowed,  expenditures  for  outpatient  services 
continued  growing.  Payments  for  hospital  outpatient  services  grew  an  average  19  percent 
annually  between  1980  and  1983.  Since  1984,  hospital  outpatient  payments  nave  increased 
at  a  slightly  slower  average  rate  of  16  percent  annually,  altnough  m  1989  the  increase  was 
only  12.9  percent.  (See  Table  1.) 

In  addition,  expenditures  for  other  Part  A  services  (home  health,  skilled  nursing,  hospice 
care,  and  end-stage  renal  disease)  have  grown  at  rapidly.  Between  1980  and  1983, 
payments  increased  an  average  29  percent  annually.  Since  1984,  the  pattern  has  been  auite 
variable  with  slower  growth  initially  due  to  administrative  constraints  imposed  by  HCFA, 
then  faster  growth  as  the  constraints  were  relaxed.  Finally  in  1989,  there  was  rapid  erowth 
due  to  the  effect  of  changes  made  by  the  Medicare  Catastrophic  Coverage  Act,  which  has 
since  been  repealed. 

MOVE  OF  SERVICES  OUTSIDE  THE  INPATIENT  SETTING 

Throughout  the  last  decade,  hospital  admissions  for  all  age  groups  have  declined.  In  1986, 
however,  admissions  for  Medicare  beneficiaries  began  to  increase  slightly. 

As  inpatient  admissions  declined,  many  other  types  of  patient  care  services  have  expanded, 
and  tne  use  of  these  services  has  increased.  Ambulatory  surgery,  home  care,  and  physician 
office  laboratories  are  examples  of  these  services.  Often  these  services  are  substitutes  for 
inpatient  care,  such  as  ambmatory  surgery  for  inpatient  surgery.  Many  times,  however, 
these  services  are  complements  to  inpatient  care;  for  example,  tests  related  to  an  inpatient 
procedure  may  be  performed  in  a  physician's  office  or  an  outpatient  facility  before  or  after 
the  hospital  admission. 

Severg^L  factors  \^3ve  tontnbule^  to  the  proliferation  of  ncn-inpatient  sites  ©f  care, 
lecnnologies  have  been  developed  that  allow  certain  services  to  be  provided  without  a 
hospital  stay.  In  addition,  utilization  review  and  payment  constraints  for  non-inpatient  care 
services  are  less  developed  in  the  outpatient  setting.  Changes  in  consumer  demand  and 
physician  practice  patterns  also  contribute  to  the  growth  in  ambulatory  health  care  delivery. 
As  a  result,  the  supply  of  ambulatory  services  is  growing  rapidly.  Hospitals  have  expanded 
outpatient  service  capacity  and  new  types  of  providers  are  offering  ambulatory  care  services. 

Next,  Mr.  Chairman,  I  will  briefly  describe  some  of  these  services,  the  changing  patterns  of 

utilization  and  Medicare  program  expenditures.  As  I  indicated,  PPS  has  helped  to  constrain 
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Medicare  spending  for  inpatient  services.  It  is  now  necessary  to  improve  Medicare  payment 
policy  for  non-inpatient  services. 

HOSPITAL  OUTPATIENT  SERVICES 

As  admissions  for  inpatient  care  decrease  and  hospital  occupancy  rates  decline,  hospitals 
are  looking  to  outpatient  service  delivery  as  a  way  to  ensure  financial  viability.  During  the 
1980's  there  was  an  unprecedented  growth  in  the  delivery  of  care  in  the  hospital  outpatient 
setting.  In  1983,  44  percent  of  hospitals  reported  having  an  organized  outpatient 
department:  by  1987,  69  percent  of  hospitals  reported  having  one.  Total  outpatient  visits 
increased  32  percent  between  1984  and  1989,  from  233  million  to  over  308  million. 

In  addition,  revenue  from  outpatient  services  is  becoming  an  increasingly  larger  source  of 
total  hospital  revenue.  In  1979,  outpatient  revenues  were  about  12  percent  of  total 
revenues,  by  1989  they  accounted  for  over  21  percent  of  total  hospital  revenues.  Outpatient 
revenues  are  also  increasingly  more  important  for  smaller  hospitals  than  for  larger 
hospitals.  In  1984,  outpatient  revenues  accounted  for  about  19  percent  of  total  revenues  for 
hospitals  with  6  to  24  beds.  By  1989,  this  had  increased  to  32  percent.  By  comparison,  for 
hospitals  with  500  beds  or  more,  outpatient  revenues  were  about  12  percent  of  total 
revenues  in  1984,  increasing  to  17  percent  in  1989.  (See  Table  2.) 

Outpatient  Payment  Policy 

Currently,  payments  for  outpatient  services  vary  by  the  site  of  service  and  the  service 
performed.  Many  of  these  payment  methods  are  based  on  a  modified  form  of  fee-for- 
service.  Payment  for  other  services  continues  to  be  linked  to  cost-based  reimbursement. 
The  payment  methods  for  the  various  outpatient  service  are  shown  in  Table  3.  Congress 
has  directed  the  Secretary  of  Health  and  Human  Services  to  develop  a  model  payment 
system  for  all  hospital  outpatient  services  by  January  1,  1991.  ProPAC  has  been  asked  to 
provide  its  views  on  the  Secretan^'s  proposal  and  to  submit  a  report  with  recommendations 
on  outpatient  payment  policy  reform  by  March  1,  1991. 

The  major  issues  we  are  struggling  with  in  developing  outpatient  payment  policy  reform  are 
defining  the  unit  of  service  and  developing  a  methodof  payment.  The  umt  of  service  must 
be  defined  before  a  payment  method  can  be  developed.  At  one  extreme,  it  could  be  a 
specific  test  or  procedure.  At  the  other  extreme,  the  unit  could  be  a  package  of  services 
tnat  includes  an  entire  episode  of  care.  We  are  also  concerned  that  focusing  only  on  price, 
without  examining  the  issue  of  volume  of  services,  ignores  the  possibility  of  extra  growth 
occurring  in  the  volume  of  services  provided. 

The  recent  changes  in  payment  for  hospital  outpatient  services,  including  ambulatoiy 
surgery,  radiology  and  clinical  laboratory  services,  have  constrained  the  price  that  Medicare 
pays  for  these  services.  These  payment  changes,  however,  have  not  helped  to  limit  the 
number  of  services  provided.  One  way  to  control  both  price  and  the  number  of  services  is 
to  develop  larger  packages  or  units  of  services  using  a  patient  classification  system.  A 
number  of  systems  have  been  proposed  to  serve  this  function.  These  systems  include 
products  of  ambulatory  care  rPACs)  and  products  of  ambulatory  surgery  (PAS),  ambulatory 
patient  groups  (APGs),  ambulatory  service  weighting  system  (ASWS),  ana  ambulatory 
surgery  center  groups  (ASCs). 

The  Commission  is  examining  the  feasibility  of  using  these  systems  for  payment  of 
outpatient  hospital  services.  At  this  time,  it  does  not  appear  that  a  single  patient 
classification  system  can  be  used  to  pay  for  all  the  services  furnished  in  hospital  outpatient 
departments.  If  so,  we  may  recommend  using  more  than  one  unit  of  service  and  payment 
method.  In  addition,  we  are  interested  in  exploring  a  mechanism  for  controlling  tne  growth 
in  the  volume  of  services  provided.  We  are  interested  in  the  method  that  was  put  in  place 
by  Congress  as  part  of  physician  payment  reform.  TTiat  is,  tying  future  price  increases  to 
some  sort  of  overarching  expenditure  limits  for  all  outpatient  care  or  for  some 
subcategories  of  care.  We  still  have  a  great  deal  of  work  to  complete.  Our 
recommendations  on  this  subject  will  be  included  in  our  March  1,  1991  report  to  you. 

AMBULATORY  SURGERY  CENTERS 

In  addition  to  the  growth  in  hospuai-oasea  outpatient  care,  the  number  of  freestanding 
facilities  has  grown  rapidly.  An  important  type  of  freestanding  ambulatory  facility  is  the 
ambulatory  surgery  center  (ASC).  Although  most  ambulatory  surgery  is  performed  in  the 
hospital  outpatient  setting,  964  ASCs  were  operating  in  1988,  twice  tne  number  operating  in 
198d.  The  technological  advances  that  encouraged  the  increased  use  of  ASCs  include  less 
invasive  alternatives  to  surgery,  medications  and  drug  therapies  that  improve  recovery  time 
and  reduce  risk  of  infection,  and  advances  in  anesthesia. 

In  1987,  the  number  of  Medicare-covered  ambulatory  surgical  procedures  increased  to  over 
1500.  Between  1987  and  1988,  the  volume  of  procedures  performed  at  ASCs  increased  bv 
25  percent,  with  another  30  percent  increase  between  198^  and  1989.  The  most  frequently 
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performed  procedures  in  an  ASC  are  ophthalmological,  gynecological,  and  ear/nose/throat 
procedures. 

ASC  Payment  Policy 

Medicare  payment  for  ambulatory  surgery  performed  in  an  ASC  is  now  based  entirely  on 
prospectively  set  payment  amounts.  All  covered  surgical  procedures  are  identified  by  a 
speafic  code  and  assigned  to  a  group  based  on  similar  resource  costs.  There  are  currently 
eight  ASC  payment  groups  and  payment  amounts. 

These  same  procedures,  when  performed  in  a  hospital  outpatient  department,  are  paid 
based  on  the  lesser  of  a  hospital's  costs  or  charges,  or  a  blend  of  the  ASC  payment  amount 
for  the  specific  group  and  the  hospital's  costs.  Medicare,  therefore,  pays  a  different  amount 
for  the  same  procedure  depending  on  where  it  is  performed.  In  our  Apni  1989  report  to 
vou  on  Medicare  payment  for  hospital  outpatient  surgery,  we  describea  the  effects  of  these 
Medicare  policies,  including  their  mipact  on  beneficiary  cost  sharing.  One  of  the  questions 
we  will  address  in  our  March  1991  report  is  whether  the  classification  system  and  level  of 
payments  should  be  the  same  for  freestanding  ambulatory  surgery  centers  and  hospital 
outpatient  departments. 

OTHER  TYPES  OF  AMBULATORY  CARE  CENTERS 

Many  other  types  of  ambulatory  centers  are  becoming  widely  available.  Ambulatory  care 
centers,  for  example,  include  emergency  centers  that  provide  24  hour  services,  urgent  care 
centers  that  provide  episodic  care  for  minor  and  urgent  problems,  and  primary  care  centers 
that  provide  ongoing  care.  In  addition,  these  centers  are  adding  new  tjpes  of  services  such 
as  occupational  medicine  and  rehabilitation.  Women's  health  centers  offer  any  one  of  40 
different  types  of  services  with  mammography  being  the  most  common.  Centers  that  serve 
specific  illnesses  and  treatments,  such  as  freestanding  cancer  centers,  cardiac  care  centers, 
aialysis  centers,  and  lithotripsy  centers,  are  also  growing  rapidly. 

Payment  for  these  services  depends  upon  the  specific  site  of  care  and  the  service  received. 
Many  of  these  services  are  currently  paid  for  using  some  type  of  fee-for-service.  Other 
services,  such  as  dialysis  for  patients  with  end-stage  renal  disease,  are  paid  based  on  a 
prospectively  determined  payment  amount.  As  with  hospital  outpatient  services,  the 
changes  in  Medicare  payment  poUcies  have  affected  the  price  paid  for  those  services.  Most 
of  these  policy  changes,  however,  have  not  influenced  the  growth  in  the  number  of  services 
furnished. 

PPS-EXCLUDED  HOSPITALS  AND  DISTINCT-PART  UNITS 

A  small  portion  of  the  decline  in  inpatient  care  may  be  due  to  increases  in  the  number  of 
patients  admitted  to  specialty  hospitals.  When  PPS  was  implemented,  certain  hospitals  and 
distinct-part  units  were  excluded.  Rehabihtation  and  psychiatric  hospitals  and  distinct-part 
units,  as  well  as  children's  and  long-term  hospitals,  are  excluded  from  PPS. 

Both  the  number  of  PPS-excluded  facihties  and  units  and  their  Medicare  discharges  have 
grown  dramatically  since  1984.  The  number  of  rehabilitation  facilities  grew  the  most 
rapidly,  increasing  145  percent  between  1984  and  1989.  (See  Table  4.)  The  nimiber  of 
rehabilitation  distinct-part  units  inaeased  104  percent  during  thisperiod.  Almost  two-thirds 
of  all  PPS-excluded  facilities  and  units  provide  psychiatric  care.  Tnese  psychiatric  facilities 
have  experienced  the  second  largest  rate  of  growth,  increasing  about  50  percent 

The  number  of  discharges  from  PPS-excluded  facilities  also  grew  steadily  from  1984  to 
1988.  Distinct-part  units  experienced  the  fastest  growth  in  number  of  discharges  during  this 
period,  increasing  between  123  percent  and  136  percent,  depending  upon  the  type  of  unit. 
(See  Table  5.) 

Payment  Policy  for  PPS-Excluded  Facilities  and  Units 

PPS-excluded  facilities  and  units  are  reimbursed  on  the  basis  of  reasonable  costs  subject  to 
the  TEFRA  rate  of  increase  limits.  We  believe  that  a  review  of  the  impact  and 
effectiveness  of  the  target  rate  li'rnitc      «v/.i„HoH  >„^cr,it?>ic  J-  necessary.  Both  HCFA  and 
the  Assistant  Secretary  for  Planning  and  Evaluation  of  HHS  have  recently  completed 
research  in  this  area.  We  are  currently  reviewing  their  findings.  Using  tnis  research  as  a 
guide,  we  will  examine  changes  in  operating  costs,  TEFRA  target  payments,  and  gains  or 
losses  per  discharge.  In  addition,  and  to  the  extent  feasible,  we  will  examine  whether  the 
characteristics  and  resource  use  of  patients  treated  in  PPS-excluded  facilities  have  changed 
since  1983. 

These  facilities  were  excluded  from  PPS  in  1983  primarily  because  of  the  inability  of  the 
DRGs  to  measure  the  mix  and  complexity  of  the  patients  treated.  Research  has  continued 
on  patient  cla.s<;ification  and  case-mix  measurement  systems  which  could  be  used  to  develop 
a  prospecti\  e  payment  system  for  certain  tvpes  of  excluded  hospitals.  At  this  time,  it  does 
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not  appear  that  there  is  a  system  which  is  ready  to  implement.  We  plan,  however,  to 
conduct  an  indepth  examination  of  alternative  systems  over  the  next  several  months. 

In  the  meantime,  our  analysis  of  the  effects  of  the  TEFRA  system  will  provide  some 
insights  into  whether  hospitals'  target  rates  should  be  modified  using  more  recent  data.  We 
haahoped  to  have  this  analysis  completed  by  now,  but  we  have  encountered  some  major 
problems  with  the  available  data.  We  will  make  this  information  available  to  you  as  soon 
as  possible. 

POST-ACUTE  CARE  SERVICES 

Services  provided  in  excluded  and  other  facilities  are  substituting  for  some  inpatient  care 
days.  Otner  services,  which  may  substitute  for  inpatient  days  at  the  end  of  a  stay,  are 
partially  covered  by  Medicare.  These  services  include  skilled  nursing  facility  services,  swing 
Sed  services,  home  health  care,  and  hospice  care. 

Skilled  Nursing  Facilities 

Extended  care  services,  such  as  skilled  nursing  and  rehabilitation  services,  furnished  to  an 
inpatient  at  a  skilled  nursing  facility,  are  partially  covered  under  Medicare.  A  skilled 
nursing  facility  (SNF)  may  be  either  a  separate  institution  or  a  part  of  the  hospital 
(including  the  swing  bed  portion  of  a  hospital). 

From  1980  to  1983,  SNF  utilization  increased  about  1.1  percent  a  year.  Between  1984  and 
1988,  SNF  utilization  increased  about  3.2  percent  annually.  As  you  know,  the  Medicare 
Catastrophic  Coverage  Act  of  1988  expanded  SNF  coverage  and,  as  a  result,  admissions  of 
Medicare  beneficianes  for  SNF  care  increased  by  57  percent.  Medicare-covered  SNF  days 
increased  by  almost  200  percent,  and  days  per  patient  served  increased  by  more  than  82 
percent.  About  550,000  Medicare  beneiiciaries  used  the  SNF  benefit,  receiving  almost  33 
million  Medicare-covered  days  of  care  in  1989.  (See  Table  6.)  As  a  result.  Medicare- 
incurred  expenditures  in  1989  increased  270  percent  to  $3.5  billion  over  1988. 

Following  the  repeal  of  the  Catastrophic  Coverage  Act  in  1989,  the  three-day  prior 
hospitalization  rule,  the  coinsurance  pohcy,  and  the  100-day  limit  were  reinstated  in  1990. 
Consequently,  a  decline  in  utilization  and  expenditures  back  to  the  levels  of  the  late-1980s 
is  likely  to  occur. 

Freestanding  and  hospital-based  skilled  nursing  facilities  continue  to  be  reimbursed  based 
on  average  operating  costs,  with  certain  limits.  As  with  excluded  facilities,  the  absence  of  a 

Eatient  classification  and  case-mix  measurement  system  has  hampered  the  move  from  cost- 
ased  reimbursement  to  a  prospective  payment  system. 

Home  Health  Care 

Medicare  beneficiaries  qualify  for  home  health  benefits  if  they  are  confined  to  their  homes 
and  need  intermittent  skilled  nursing  care  for  an  acute  or  post-acute  condition.  Covered 
home  health  services  include  part-time  or  intermittent  nursing  care;  physical,  occupational, 
and  speech  therapy;  medical  social  services;  part-time  or  intermittent  services  of  a  home 
health  aide;  medical  supplies;  and  durable  medical  equipment. 

Medicare  expenditures  for  home  care  totaled  $2.7  billion  in  1989,  an  increase  of  13.6 
percent  over  1988.  The  number  of  visits  received  by  Medicare  beneficiaries  also  increased, 
to  about  38.6  million  in  1989.  In  1989,  about  1.5  million  patients  were  served,  with  an 
average  of  25.9  visits  per  patient  receiving  home  care.  (See  Table  1.)  In  1989,  there  were 
approximately  5,700  Medicare-certified  home  health  care  agencies  offering  services,  a 
decrease  of  about  four  percent  since  1987. 

Home  health  agencies  are  reimbursed  their  reasonable  costs  on  a  cost  per  visit  basis. 
However,  cost  fimits  are  set  at  112  percent  of  average  cost  for  12-montn  cost  reporting 
periods. 

Hospice  Care 

Terminally  ill  Medicare  beneficianes,  wnose  me  expectancy  is  six  months  or  less,  are 
eligible  for  hospice  benefits.  Once  a  beneficiary  chooses  tne  hospice  benefit,  rights  to  all 
other  Medicare  benefits  must  be  waived. 

Hospice  benefits  include  nursing  care,  various  therapies,  medical  social  services, 
homemaker-home  health  aide  services,  medical  supplies  and  appliances,  physicians'  services, 
short-term  inpatient  care,  respite  care,  and  patient  counseling. 

In  1984,  about  2,000  beneficiaries  used  hospice  services.  By  1987,  this  figure  soared  to 
more  than  91,000.  In  addition,  the  number  of  providers  increased  threerold  between  1984 
to  88,  from  108  to  over  440.  Medicare-incurred  expenditures  for  the  hospice  benefit  totaled 
S98  million  in  1989,  an  increase  of  40  percent  from  1988. 
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Hospice  providers  are  reimbursed  on  the  basis  of  a  cost-related  per-diem  prospective 

Eayment  method.  There  is  a  maximum  amiual  dollar  amount  that  can  be  expended  per 
eneficiary,  known  as  the  "cap."  Payment  amounts  are  adjusted  for  wage  differences  for 
four  categories  of  covered  hospice  care:  routine  home  care,  continuous  home  care, 
inpatient  respite  care,  and  general  inpatient  care. 

EPISODES  OF  CARE 

What  I  have  just  described,  Mr.  Chairman,  demonstrates  the  dramatic  changes  in  the  sites 
and  types  of  care  furnished  Medicare  beneficiaries.  Furthermore  it  demonstrates  the 
fi-agmented  payment  methods  used  to  pay  for  these  services.  However,  until  we  can  better 
classify  patients  and  define  a  package  of  services  furnished  across  a  broad  spectrum  of 
providers,  we  will  not  be  able  to  move  away  from  the  disjointed  payment  system  in  place. 
One  method  that  may  help  us  determine  the  package  of  services  may  lie  in  what  is  known 
as  "episodes  of  care." 

As  you  know,  the  provision  of  care  does  not  begin  or  end  with  a  hospital  stay.  We  don't 
yet  understand  the  patterns  of  care  furnished  to  individual  beneficianes  in  addition  to,  or  as 
a  substitute  for,  a  hospital  stay.  Nor  do  we  know  if  the  availability  and  use  of  many  of 
these  services  results  m  a  more  efficient  overall  health  care  system  with  improved  long  term 
outcomes. 

The  Commission  is  developing  the  capabilities  to  examine  the  services  provided  during  an 
episode  of  care.  We  have  oegun  to  hnk  data  from  beneficiary  billing  records  for  inpatient 
snort  and  long  term  care,  as  well  as  outpatient  hospital,  SNF,  home  nealth  and  other 
services.  This  new  data  base  will  allow  us  to  analyze  episodes  of  care  based  on  groupings 
of  diagnoses  and  services. 

We  are  still  refining  the  data  base  to  undertake  the  analysis  I  just  described  to  you.  The 
data  base  is  almost  complete  using  1986  data  and  we  will  be  adding  1988  data  this  fall.  As 
I  mentioned,  we  are  using  billing  records.  Even  though  this  data  base  relies  on  sampUng, 
these  files  are  extremely  Targe,  and  analysis  of  them  is  quite  time  consuming.  In  addition, 
much  of  this  data  has  not  been  previously  used  for  this  type  of  analysis.  As  a  result, 
preparing  these  files  is  a  difficult  and  lengthy  process.  Furthermore,  many  changes  have 
recently  been  made  in  payment  policy  and  reporting  refinements  for  physician  and  other 
providers  of  outpatient  services.  These  changes,  while  necessary  and  important,  further 
comphcate  the  efforts  to  develop  accurate  data  files  for  analysis.  As  a  result,  we  are  just 
now  beginning  to  learn  how  to  use  this  new  data  base  efficiently. 

HIGH  MEDICARE  HOSPITALS 

Finally  Mr.  Chairman,  I  would  like  to  take  this  opportunity  to  report  to  you  oiu-  findings  on 
another  subject.  In  the  Omnibus  Budget  Reconaliation  Act  of  1989,  ProPAC  was  asked  to 
examine  high  Medicare  hospitals  and  report  our  findings  to  Congress  in  June  1990.  While 
this  subject  is  not  directly  related  to  the  focus  of  today^  hearing,  I  would  like  to  take  this 
opportunity  to  summarize  the  findings  which  we  will  be  reporting  to  you  on  June  1. 

First,  we  examined  different  levels  of  a  hospital's  share  of  Medicare  business.  No  obvious 
threshold  was  found  that  defined  Medicare-dependency.  PPS  margins,  however,  generally 
appeared  to  be  related  to  Medicare  share  of  inpatient  days.  High  Medicare  shares  were 
associated  with  low  PPS  margins  in  both  urban  and  rural  areas.  Rural  hospitals  with  a  low 
Medicare  share,  however,  also  have  low  PPS  margins.  These  margins  are  averages,  of 
course,  and  even  within  the  group  of  hospitals  with  high  Medicare  shares,  there  is  a 
substantial  number  of  hospitals  with  high  PPS  margins. 

Next,  we  looked  at  the  characteristics  of  hospitals  that  were  grouped  according  to  their 
share  of  Medicare  inpatient  days.  The  hospitals  with  a  high  Medicare  share,  in  both  urban 
and  rural  areas,  had  lower  PPS  and  total  margins.  They  had  lower  PPS  margins  because, 
although  their  operating  costs  per  case  were  somewhat  lower  than  other  hospitals,  their  PPS 
payments  were  much  lower.  Part  of  the  reason  they  had  lower  payments  was  because  they 
were  much  less  likely  to  receive  indirect  teaching  or  disproportionate  share  payments.  They 
also  had  lower  average  case-mix  indexes.  The  rural  hign  Medicare  group  also  had  a  lower 
average  area  wage  index.  Hospitals  with  hioh  M^Hirfirft  sliar'*<:  wp;re  much  more  likely  to 
be  small  hospitals,  fhey  also  had  lower  occupancy  rates  and  substantially  longer  average 
lengths  of  stay  than  other  hospitals. 

When  all  of  these  characteristics  were  accounted  for  using  statistical  methods,  we  found 
that  hospitals  with  higher  occupancy  rates  and  shorter  lengths  of  stay  performed  better 
under  PPS.  These  and  other  ctiaracterics,  rather  than  high  share  of  Medicare  patients,  may 
explain  why  these  hospitals  perform  more  poorly  than  other  hospitals  under  PPS.  At  this 
time,  we  are  not  recommending  additional  policy  adjustments  for  hospitals  serving  a  high 
percentage  of  Medicare  patients. 
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CONCLUSION 

The  delivery  of  care  in  non-inpatient  hospital  settings  grew  at  a  rapid  pace  during  the 
1980s.  The  capacity  to  shift  from  inpatient  care  to  subacute  and  ambulatory  care  helped 
hospitals  respond  to  PPS  incentives,  and,  together  with  increased  utilization  review  by  the 
PROs,  to  reduce  inpatient  care  and  spending.  At  the  same  time,  however,  spending  for 
services  in  excluded  facilities  and  ambulatory  settings  grew  rapidly. 

Many  questions  about  the  policy  implications  of  this  dramatic  change  in  sites  of  care  remain 
unanswered.  The  foremost  issue  is  whether  services  in  alternative  sites  will,  overall,  be 
more  or  less  costly.  Available  evidence  suggests  that  certain  types  of  care  are  delivered  at  a 
lower  cost  and  with  greater  convenience  in  a  nonacute  setting.  Nevertheless,  questions 
remain  about  whether  these  services  result  in  overall  Medicare  savings.  In  appears  that 
some  services  do  substitute  for  more  costly  care.  At  the  same  time,  however,  more  people 
may  use  the  services  thereby  increasing  overall  costs.  In  addition,  very  Uttle  is  known  about 
the  quality  of  the  care  furmshed  in  these  alternative  settings  and  the  long  term  impact  on 
quality  of  care  and  outcomes  for  beneficiaries. 

We  are  begiiming  to  develop  the  analytic  capabilities  that  will  enable  us  to  examine  the 
these  important  issues  and  to  better  understand  how  Medicare  beneficiaries  are  using  the 
full  spectrum  of  health  care  services.  I  must  stress,  however,  that  developing  patient 
classification  and  case-mix  measurement  systems  for  payment  of  non-PPS  services  will  be 
difficult  and  time  consuming.  We  believe  this  work  is  very  important  and  will  be 
committing  an  increasing  portion  of  our  resources  to  it. 

Mr.  Chairman,  I  appreciate  the  opportunity  to  present  our  findings  to  you.  As  always,  we 
look  forward  to  working  with  you,  members  of  this  subcommittee  and  you  staff  on  these 
iniportant  issues.  I  am  happy  to  answer  any  question  that  you,  or  members  of  the 
subcommittee  may  have. 


33-130  -  90  -  2 
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Table  1.  Estimated  Medicare  Benefit  Payments,  by  Type  of  Service 

Part  A  PartB  Part  A  Part  B 

Inpatient  Hospital        Outpatient  Hospital         Other  Servlcet'  Other  Service*''         Total  Medicare 


Year 

Payment* 

(In  Billions) 

Percent 
Change 

Payment* 
(In  Billion*) 

Percent 
Change 

Payment* 

(In  Billion*) 

Percent 
Chang* 

Payment* 

(in  Billion*) 

Percent 
Change 

Payment* 

(In  Billion*) 

Percent 
Change 

1980 

$24^ 

$2.0 

$1.2 

$9.0 

$36.4 

1981 

29.0 

19.8% 

2.4 

19.9% 

1.6 

33.3% 

10.7 

18.5% 

43.6 

2.0% 

1982 

33.6 

15.9 

2.8 

18.9 

2.1 

31.3 

1^7 

19.3 

51.2 

1.7 

1983 

37.4 

11.2 

3.3 

16.7 

2.5 

19.0 

14.9 

17.4 

58.1 

1.3 

1984 

41.6 

11.2 

3.8 

13.8 

2.9 

16.0 

16.5 

10.4 

64.8 

6.7 

1985 

44.1 

6.0 

4.4 

16.2 

3.1 

ej 

18.4 

11.6 

70.0 

8.2 

1986 

45.8 

3.9 

5.3 

20.9 

3.2 

3.2 

21.4 

16.1 

75.6 

8.0 

1987 

47.3 

3.1 

6.2 

18.3 

3.3 

3.1 

24.8 

16.2 

81.3 

7.5 

1988 

49.9 

5.5 

7.0 

12.3 

4.0 

21.2 

28.1 

13.2 

88.5 

8.8 

1989 

53.8 

7.8 

7.9 

12.9 

7.0 

75.0 

31.1 

10.7 

99.9 

11.4 

Note:  P 
•  Indue 

■ymcnto  reported  h*ra  ti»  Incurred  •xpcndHurM, 
let  honw  health  eervtcet,  (killed  nuning,  hoeplce 

raihef  than  o 
care,  and  ES 

litlayi. 
RO. 

Include*  phytldan,  euppllart,  lr>dependen(  laboratoty,  hooie  health  lervlce*,  and  group  prepayment  pnctk*. 


SOCJFCE:  Health  Car*  Financing  AdmlnMratlon,  Office  ct  the  Actuary. 


Tabie  2.  Hospital  Revenue  Sources  by  Bedsize 

Bedsize 

Inpatient 

Outpatient 

Other 

1984 

1989 

1984 

1989 

1984 

1989 

6-24 

76.6% 

60.3% 

18.7% 

32.2% 

4.7% 

7.5% 

25-49 

79.9 

62.8 

17.1 

31.6 

3.0 

5.6 

50-99 

79.2 

65.8 

17.0 

30.4 

3.7 

3.8 

100-199 

80.6 

72.2 

15.9 

24.0 

3.5 

3.8 

200-299 

80.3 

73.7 

15.5 

22.0 

4.2 

4.3 

30O<399 

81.4 

75.3 

14.9 

20.6 

3.7 

4.1 

400-499 

81.7 

75.7 

13.6 

18.4 

4.7 

5.9 

500+ 

82.6 

76.9 

12.2 

16.7 

5.3 

6.4 

Source:  Amertcan  HotpHal  Anociatlon,  Annual  HcapHal  Panel  Sunay  OtM 
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Table  3.  Medicare  Payment  for  Outpatient  Services  In  Various  SH9«  of  Care 


HosplUI 
Inpatient 
(Part  A) 


Hospital 
Outpatient 
(Part  B)' 


Ptiytidan  Office 
(PartB)' 


Other  ate* 
of  Care 
(PartB)* 


ASC  approved  surgical 
procedures 


Other  surgical  and  non- 
surgical procedures 
(including  ambulance, 
emergency  room,  drugs, 
clinic  visits',  and  physical 
therapy) 

Intraocular  lenses 


Radiology  (facility 
component) 


End  stage  renal  disease 


Laboratory 


Durable  medical 
equipment'  (DME) 


100%  ORG  rate 
(minus  deductible) 


100%  DRG  rate 
(minus  deductible) 


Included  In  DRG 
rate 


Included  in  DRG 
rate 


100%  DRG  rate 
(minus  deductible) 


Included  in  DRG 
rate 


Included  In  DRG 
rate 


Lesser  of  blended  rate  or 
60%  reasonable  cost  for 
ASC-approved  procedures 

80%  of  the  less  of 
reasonable  costs  or 
customary  charges 


80%  prospective  payment 
rate 

Blended  rate  of 
reasonable  costs  and 
office-based  radiology 
prevailing  charges 

80%  of  prospective 
payment  rate  ($129  per 
treatment) 


100%  of  fee  schedule* 
Fee  schedule' 


Reasonable 
charges 


80%  of  105%  of 
Invoice 


100%  of  fee 
schedule* 


Fee  schedule 


ASC  •  80%  payment 
group  rate 


Independent  physical 
therapists  - 
Reasonable  charges 
up  to  $500  per  year. 


ASC-80% 
prospective  payment 
rate** 


FreesUnding  -  80%  of 
prospective  payment 
rate  ($125  per 
treatment) 

100%  of  fee 
schedule* 


Fee  schedule 


*  Th«  Part  B  daductlbl*  mu*t  b«  met  hx  Part  B  lervtcei  before  payment  begins. 

^  Btended  rale  wu  25%  ASC  rale  and  75%  OPO  co«*,  Odobef  1,  1067;  a  SO/90  rale  «wa  ellecUve  October  1,  ISSA.  Eye  and  ear  tpeclany  hotpMai*-  blended  rale  I*  sUU 

25/75. 

'  Payment  for  thierapy  tervtcet  furnished  urxler  an  arrangement  wfth  a  proiMer,  may  not  exceed  an  amount  equal  to  the  (alary  ar>d  other  cosU  thai  would  reasonably 
have  been  IrKurred  by  the  provider  It  the  sen/Ices  had  been  rendered  through  an  employmeni  reiatlonthlp.  R  a  tharapWs  services  are  required  on  a  Bmtod,  part-time 
basis  payment  Is  based  on  a  reasonable  rale  per  unK  of  service.  When  outpatient  pfrysJcal  or  occupation  therapy  servtces  are  provided  by  therapists  In  Independent 
practice,  payrrwnl  Is  based  on  reatonaM  c/wryat  subject  to  a  S790  annual  UmM. 

"  OBRA  1S87  required  thai  CL  cosU  be  bundled  into  the  ASC  facility  fee.  Physicians  can  no  longer  bill  for  the  KX  m  the  ASC  setUng.  Prior  to  OGRA  88,  ether  the  ASC 
or  the  physician  could  bill  for  the  ICX  lens  in  the  ASC. 

*  in  physician  offices,  irtdepandent  labs,  OPDs,  artd  ASCs,  the  fee  schedule  is  based  on  80%  of  the  prevailing  charge,  except  sole  community  hospHals  (based  on 
62%).  For  all  high  volume,  automated  tests,  payment  Is  reduced  another  8.3%  In  all  setting*.  The  fee  schedule  is  updated  by  the  CPMJ. 

'  Durabta  medical  equipment  directly  related  to  the  provision  of  the  surgical  procedure  Is  included  in  the  Inpatlert,  outpatient,  ASC,  and  physician  foifice-besed) 
payment  for  that  procedure.  In  general,  ott>er  DME  services  required  by  the  patient  for  home  use  are  paid  on  the  basis  of  the  lesser  of  the  actual  charge  or  an 
average  allovved  amount  for  the  locality.  The  fee  schedule  Is  moving  toward  regional  and  then  national  rates.  There  are  various  rrMttmds  for  establishing  payment  for 
the  DME  categories  \whlch  include:  oxygen,  low  ccet  Hems  (rentals/purchiase^,  long-term  rentals,  customized  Kerns,  and  orthoUcs/proethetIc  devices. 

^The  fee  schedule  applies  If  the  outpatient  department  Is  a  certified  provider  of  DME,  If  not,  payment  Is  based  on  raasonabte  cost 
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Table  4.  Growth  in  Number  of  PPS-Excluded  Hospitals  and  Distinct-Part  Units 


Type  of  Facility 

1984* 

1985* 

1986* 

1987* 

1988* 

1989* 

Percent 

1M^M9 

Hospital* 

Psychiatric 

439 

481 

515 

578 

608 

650 

48% 

Rehabilitation 

49 

68 

79 

84 

100 

120 

145 

LonQ-term 

84 

86 

92 

87 

87 

88 

5 

Children's 

47 

53 

55 

60 

58 

59 

26 

Total 

619 

688 

741 

809 

853 

917 

48 

Distinct-part  unite 

Psychiatric 

722 

762 

906 

950 

1.051 

1,104 

53 

Rehabilitation 

308 

386 

473 

535 

565 

628 

104 

Total 

1.030 

1.148 

1,379 

1.485 

1.616 

1,732 

68 

•  Numb«f  of  unHs  u  of  S*pt«mb«r  1  of  Mch  yMr. 


SOURCE:  HMtth  Cv*  Financing  AdmlnMnaion,  HMHh  Slandvtto  and  Qualtty  BuTMU. 


Table  5.  Number  of  Medicare  Discharges  in  PPS- 
Exciuded  Hospitals  and  Distinct-Part  Units 


Percent 
Change 

Type  of  Facility  1984       1985      1986       1987  1984-1987 


Psychiatric 

Hospitals 
Units 

59,660 
61,890 

63.800 
92,800 

72,625 
120,190 

80,480 
137,775 

35% 
123 

Total 

118,550 

156.600 

192,815 

218,255 

84 

Rehabilitation 

Hospitals 
Units 

23,595 
30,145 

21.300 
47.620 

29,800 
59,220 

33,255 
71,010 

41 

136 

Total 

53,741 

68.920 

89.020 

104.265 

94 

Long-term 

21,700 

21.455 

13.265 

13.140 

•39 

Children's 

1,375 

1.790 

2.275 

2.140 

56 

SOURCE:  J.  C.  L>ng*nbnjnn*f  •(  'DaMtopIng  Payment  Raflnamcnl*  and  nafoiiiia 
Undar  MwjkaraforExdudwl  Ho*pllal*,'NM«>Car>nnani^R«W*w  lOa: 
042.  Spring  1868. 
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Table  6.  Trends  In  Medicare  BeneHclary  Skilled  Nursing  Facility  Utilization 


Y«ar 

Covered  Day* 
(In  Thousand*) 

Percent 
Change 

Patient*  Served 

(In  ThousarKl*) 

Percent 
Change 

Day*  Per 
Patient  Served 

Percent 
Change 

1980 

8,645 

257 

33.64 

1981 

8,518 

-1.5% 

251 

-2.3% 

33.94 

0.9% 

1982 

8,814 

3.5 

252 

0.4 

34.98 

3.1 

1983 

9,314 

5.7 

265 

5.2 

35.15 

0.5 

1984 

9.644 

3.5 

299 

12.8 

32.25 

-8.2 

1985 

8,934 

-7.4 

314 

5.0 

28.45 

-11.8 

1986 

8,156 

-8.7 

304 

-3.2 

26.83 

•5.7 

1987 

7,432 

■«.9 

293 

-3.6 

25.37 

-5.4 

1988 

11.478 

54.4 

350 

19.5 

32.79 

29.2 

1989 

32.975 

187.3 

550 

57.1 

59.95 

82.8 

*  Thn*  nun 

SOURCE:  H< 

ibed  an  tof  (e«-for-M(vlc«  only  and  m«y 
MHh  Care  Financing  AdmlnMratkm,  OffiM 

not  Include  HMO  MvonM*. 
1  of  tha  Aduwy,  1990. 

Table  7.  Trends  In  Home  Health  Care  Utilization 


Year 

Visit* 
(In  Thousands) 

Percent 
Change 

Patients  Served* 
(In  Thousartds) 

Percent 
Change 

Visits  Per 
Patient  Served 

Percent 
Change 

1980 

16.322 

726 

22.46 

1981 

22,688 

39.0% 

948 

30.6% 

23.93 

6.5% 

1982 

30,628 

35.0 

1,154 

21.7 

26.54 

10.9 

1983 

36,898 

20.5 

1,316 

14.2 

28.00 

5.5 

1984 

40,434 

9.6 

1,498 

13.7 

26.99 

-3.6 

1985 

39.441 

-2.5 

1,549 

3.4 

25.46 

-5.7 

1986 

37,985 

-3.7 

1,571 

1.4 

24.18 

-5.0 

1987 

35,629 

-6.2 

1,544 

-1.7 

23.08 

-4.5 

1988 

36.992 

3.8 

1,460 

•5.4 

25.33 

9.7 

1989 

38,570 

4.3 

1.490 

z^ 

25.89 

2.2 

*  TTwM  numbers  ara  for  (aa-for-Mntca  only  and  may  not  Include  HMO 


SOURCE:  Health  Cara  RnancIng  AdmlnWratlon,  Offlca  o(  tha  Actuary ,  1890. 
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Chairman  Stark.  Thank  you. 

I  apologize  for  having  to  absent  myself  during  the  initial  part  of 
your  testimony.  Let  me  defer  at  this  point  to  Mrs.  Johnson,  who 
was  here.  Would  you  like  to  inquire  as  I  catch  up? 

Mrs.  Johnson.  Thank  you  for  your  testimony,  and  particularly 
for  the  implication  that  it  is  time  that  we,  before  moving  forward 
in  this  area,  learn  from  the  mistakes  of  the  past. 

In  outpatient  services,  the  use  of  larger  packages  raises  the  issue 
in  my  mind  of  whether  this  won't  encourage  overserving  the  less 
complicated  patients  and  underserving  the  more  complicated  pa- 
tients. 

If  you  are  going  to  get  a  set  reimbursement  does  that  really  ad- 
dress the  question  of  whether  all  the  tests  that  were  given  were 
needed,  whether  all  of  the  medications  and  so  on  that  were  provid- 
ed were  needed?  Can  we  afford  to  go  ahead,  kind  of  encouraging,  in 
a  sense  a  set  pattern  of  practice  for  the  initial  entry?  And  with  cost 
pressures  being  what  they  are  on  top  of  that? 

In  other  words,  I  am  not  sure  the  one  reimbursement  level  for  a 
global  package  of  services  provides  the  same  pressure  at  every 
point  in  that  spectrum  to  constrain  costs,  particularly  without  any 
malpractice  reform  that  would  clearly  relieve  a  provider,  a  hospi- 
tal, of  liability  if  they  didn't  proceed  in  a  certain  way,  whether  it 
was  clearly  indicated  or  not. 

Mr.  Altman.  Well,  clearly,  your  concerns  are  aimed  in  the  right 
direction.  Let  me  try  to  answer  it  in  another  way.  It  seems  to  me 
that  we  have  three  choices.  Unfortunately,  the  first  one  is  to  just 
basically  let  the  system  continue  to  pay  on  a  fee-for-service  basis. 
Although  we  would  be  somewhat  concerned  about  the  price,  let  the 
medical  community  and  the  payment  level,  decide  on  the  volume. 
The  likely  end  product  is  that  we  would  have  continued  rapid  in- 
creases in  volume  and  expenditures.  That  is  what  we  have.  Maybe 
that  is  what  it  should  be. 

The  second  option  is  to  do  what  the  discussion  was  aimed — that 
you  aimed  at  Dr.  Wilensky  before.  What  you  will  see — I  am  afraid 
what  we  will  all  see  is,  faced  with  increases  in  expenditures,  you 
will  be  faced  with,  if  you  will  excuse  me,  arbitrary  cuts  on  the  pric- 
ing side  of  the  system.  This  is  because  people  throw  up  their  hands 
at  the  expenditure  side  and  don't  know  what  to  do  about  it. 

So  they  just  deal  with  the  price  side  in  hopes  that  the  system 
will  deal  with  the  growth  and  the  volume.  So  that  is  option  two. 

Option  three  is  to  try  the  best  we  can  to  package  services  in  a 
way  that  is  medically  rationale,  recognizing  that  any  system  we 
come  up  with  ends  will  be  pretty  ragged  at  the  end. 

I  am  with  the  chairman,  I  think  we  have  to  start  down  that  road, 
and  adjust  it,  modify  it,  and  do  the  best  we  can.  I  think  we  have 
made  good  improvements  in  PPS.  I  think  this  is  a  lot  harder,  but  I 
fear  the  other  two  alternatives  are  worse. 

One  is  an  uncontrolled  expenditure  line,  and  the  other  is  a  series 
of  arbitrary  price  controls  aimed  at  volume  or  government  going  in 
and,  line  by  line,  saying  this  procedure  is  or  is  not  necessary. 

Because  when  it  all  gets  said  and  done,  what  you  are  dealing 
with,  if  we  are  going  to  control  expenditures  is  having  someone 
else  say  that  procedure  is  not  necessary  or  trying  to  develop  a  pric- 
ing system  that  has  the  medical  community  will  ask  for. 
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So,  while  I  agree  with  you,  I  feel  the  other  alternative  is  worse. 

Mrs.  Johnson.  Thank  you. 

Mr.  Altman.  a  long  answer,  I  apologize. 

Chairman  Stark.  Mr.  Levin. 

Mr.  Levin.  In  Canada,  where  you  have  a  non-hospital-based  serv- 
ice, how  do  they  handle  that? 

Mr.  Altman.  Well,  they  have  a  pricing  system  which  is  for  non — 
for  physician  services,  for  the  physician  side,  where  they  negotiate 
the  price  with  the  medical  community  in  each  Province.  And  then, 
in  some  of  the  Provinces,  they  are  moving  to  these  forms  of  ex- 
penditure targets  where,  if  the  growth  an  volume  exceeds  some 
limit,  they  come  in  and  renegotiate  the  price. 

So,  on  the  physician's  side,  they  have  a  price  control  system 
without  a  real  mechanism  for  volume.  On  the  inpatient  or  on  the 
hospital  base  outpatient  care,  I  think  they  are  on  a  form  of  a 
budget.  I  will  have  to  check  on  it.  My  sense  is  that  the  hospital  is 
under  a  budgeted  system  from  the — each  individual  Province  as  op- 
posed to  a  payment  on  a  per-unit-of-service.  I  will  check  on  that 
further. 

Mr.  Levin.  If  you  would. 

[The  information  follows:] 

In  Canada,  annual  global  hospital  operating  budgets  are  negotiated  between  the 
hospital  and  the  provincial  Ministry  of  Health.  Funding  comes  from  the  province, 
although  the  Federal  Government  provides  block  grants  to  the  provinces  to  assist 
v?ith  funding  of  health  care.  Capital  is  funded  separately,  and  funding  may  come 
from  other  sources,  but  requires  provincial  approval. 

Inpatient  hospital  care  is  covered  in  all  provinces.  So  too,  are  outpatient  hospital 
care,  including  emergency  visits,  laboratory,  radiology,  and  diagnostic  tests;  and 
physician  services. 

Some  nonhospital  based  services  are  covered  under  Canada's  universal  health  pro- 
gram, including  nursing  homes  and  special  care  facilities,  home  care,  and  mental 
health  benefits.  Coverage  of  these  services  varies  among  provinces. 

Mr.  Levin.  I  am  not  sure  there  is  anything  to  learn.  There  may 
be  so.  And  what  about  home  health  services? 

Mr.  Altman.  I  think  that  is  also — it  is  on  a  separate  budgeted — 
my  sense  is  that  that  goes  through  a  different  agency  where  there 
is  a  budget,  and  that  the  budget  then  goes — they  just  provide  the 
services. 

I  was  just  talking  to  people  from  Australia,  and  they  do  the  same 
thing.  They  don't  have  a  pricing  system,  per  se.  They  have  a 
budget  and  then  the  provinces  deal  with  home  health  agencies, 
giving  them  a  budget,  and  they  have  a  certain  number  of  people. 

But  again,  I  need  to  sort  of  check  on  the  specifics  of  these  nonin- 
patient  and  nonphysician  services. 

Mr.  Levin.  Like  in  the  home  health  area,  we  have  a  differential 
for  whether  it  is  hospital-based  or  not,  right?  We  continue  to  have 
that  now.  What  is  the  rationale  for  that? 

Dr.  Young.  A  number  of  services  that  are  provided  in  various 
setting  have  differential  payments.  The  rationale  comes  from  his- 
torical cost  differences  that  have  been  there  as  well  as  from  differ- 
ences that  relate  to  things  like  standby  capacity,  overhead  costs, 
teaching  programs  and  other  things. 

So,  for  the  SNF  benefit  and  ambulatory  surgery,  there  are  differ- 
ent rates  for  what  is  the  same  service  by  different  providers. 
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Mr.  Levin.  But  once  you  go  to  a  DRG,  once  you  go  to  a  two-PPS 
system,  you  take  the  cost  out  of  it  generally,  the  cost  differential, 
but  we  retain  it  for  certain  services. 

What  is  the  rationale  for  that? 

Dr.  Young.  We  are  struggling  with  that  in  terms  of  a  report  that 
is  due  to  you  next  March  for  outpatient  hospital  services.  You  can 
have  a  prospective  system  and  adjust  that  prospective  system  to 
pay  different  rates  to  different  providers  just  as  we  do  now. 

The  only  reason  to  do  that  is  to  demonstrate  justifiable  cost  dif- 
ferences. One  possible  cost  difference  in  the  hospital,  for  example, 
is  standby  capacity.  Hospitals  have  the  capability  to  provide  many 
of  these  services  24  hours  a  day  or  at  least  for  longer  periods  of 
time  than  can  freestanding  facilities. 

That  justifies  a  differential  payment  because  of  the  cost  of  main- 
taining that  capacity.  Hospitals  might  also  have  a  difference  in 
case  mix  that  the  case  mix  system  cannot  adequately  measure.  You 
come  up  with  a  differential  adjustment. 

That  is  analogous  in  many  respects  to  the  teaching  adjustment 
for  PPS.  So,  there  are  a  number  of  things  we  have  looked  at.  The 
problem  is  finding  data  that  shows  is  a  level  of  adjustment  that  is 
appropriate  to  reflect  reasonable  and  appropriate  costs. 

Mr.  Levin.  Let  me  ask  you  this,  so  I  understand  it  because 
maybe  I  don't.  We  are  now  paying  hospitals  for  their  basic  services 
without  relationship  to  standby  capacity,  right? 

Dr.  Young.  In  the  PPS  system? 

Mr.  Levin.  Yes. 

Dr.  Young.  That  is  correct. 

Mr.  Levin.  Now,  if  we  are  doing  that  for  their  mainline  services, 
that  is  probably  not  the  correct  term,  the  majority  of  their  services, 
why  should  we  take  into  account  those  factors  for  the  services 
before  us  today? 

Dr.  Young.  Because  for  hospitals,  those  costs  were  included  in 
the  original  data  base  that  led  to  the  payment  rates  and  there  are 
only  hospitals  providing  those  services.  So  you  don't  have  a  free- 
standing unit  whose  costs  might  be  lower  than  a  hospital. 

If  you  were  to  pay  the  similar  rate — and  we  may  choose  to  make 
that  recommendation — there  is  a  risk  in  stimulating  the  growth  of 
freestanding  centers  and  hospitals  getting  out  of  that  business.  The 
downside  risk  of  that,  is  lack  of  access  at  two  in  the  morning  for 
some  kinds  of  services. 

You  have  to  be  careful  that  you  don't  eliminate  that  access  in 
terms  of  those  standby  capacities.  Many  of  the  services  furnished 
in  freestanding,  urgent  care  centers  are  similar  to  outpatient  hospi- 
tal department  service. 

But  we  feel  it  is  important  to  maintain  the  hospital  emergency 
room  and  maintain  access  to  these  services  all  night.  Now,  I  don't 
have  the  answer  to  the  question,  but  I  think  we  need  to  very  seri- 
ously consider  the  appropriateness  of  paying  differentially  to  main- 
tain the  standby  capacity. 

Mr.  Levin.  So,  essentially,  you  are  saying  that  in  the  areas 
where  there  is  competition,  we  may  have  to  maintain  a  cost  differ- 
ential to  be  sure  that  the  competition  doesn't  lead  to  a  deleterious 
result,  such  as  the  diminution  of  capacity  throughout  the  hours  or 
the  diversity  of  services? 


37 


Dr.  Young.  Yes,  sir. 

Mr.  Levin.  That  explains  it.  It  is  a  fairly  difficult  concept  to  ad- 
minister, right? 

Dr.  Young.  It  is  very  difficult  to  get  good  information  on  it.  We 
feel  very  frustrated  at  our  attempts  to  try  to  get  more  of  that  kind 
of  information.  So,  it  is  difficult  to  administer,  and  it  is  difficult  to 
determine  what  an  appropriate  payment  differential  might  be. 

Mr.  Levin.  Thank  you. 

Chairman  Stark.  Stuart,  thank  you.  Can  I  get  you  to  sign  up  to 
join  with  us  and  HCFA  to  work  on  the  same  kind  of  time  schedule 
and  objectives  so  that  all  three  of  us  are  working  together? 

Mr.  Altman.  Yes,  sir. 

Chairman  Stark.  There  was  a  suggestion  about  rebasing  pay- 
ments to  exempt  hospitals  on  an  optional  basis.  I  am  not  sure  that 
I  understand  what  that  would  entail,  but  is  that  a  concept  that  you 
support? 

Mr.  Altman.  I  am  not  sure  I  understand  what  that  entails, 
either.  I  have  trouble  accepting  rebasing  as  a  concept  until  I  under- 
stand more  what  the  implications  of  it  would  be.  There  is  a  lot  of 
pressure  throughout  the  system  to  rebase.  I  mean,  you  will  get  the 
same  pressure  under  PPS. 

I  think  that  it  is  potentially  a  very  dangerous  road  to  go  down. 
You  put  one  set  of  rules  in  place,  and  you  say  these  are  the  rules; 
henceforth,  we  are  not  going  to  allow  costs  to  accelerate.  We  are 
not  going  to  pay,  just  as  costs  accelerate,  we  are  going  to  use  a  base 
and  move  it  forward  and  that  is  the  new  system. 

And  then  if  the  system  doesn't  move  forward  as  far  as  a  particu- 
lar unit  or  a  group  of  hospitals  costs,  then  you  say,  wait  a  minute, 
we  have  to  change  the  rules.  So  that  is  why  I  am  uncomfortable. 

On  the  other  hand,  it  might  be  that  the  base  of  a  subgroup  of 
hospitals,  particularly  hospitals  that  came  on  line  later,  should  be 
examined.  I  understand  some  of  the  concerns  about  the  hospitals 
like  rehab  hospitals  that  come  on  line  later,  and  really,  their  base 
may  not  be  comparable  to  other  hospitals. 

That  might  be  legitimate.  So,  instinctively,  I  am  concerned,  but  it 
doesn't  mean  that  we  should  never  do  it  or  that  we  should  just  do 
it.  I  don't  know  if  that  completely  answers  it.  I  think  the  issue  ulti- 
mately comes  down  to  a  judgment  call. 

As  I  understand  it,  the  Secretary  has  that  authority  today  to  do 
that  in  special  cases.  However,  I  think  he,  like  any — like  you  or  us, 
would  be  reluctant  to  do  it  except  under  very  strong  demonstrated 
need. 

Chairman  Stark.  Well,  I  want  to  thank  you. 

Mrs.  Johnson.  Would  the  gentleman  yield  on  that  point? 

Chairman  Stark.  Yes,  ma'am. 

Mrs.  Johnson.  Particularly  on  the  rehab  hospitals.  First  of  all 
does  the  annual  update  adequately  take  regional  differences  in 
wage  changes  into  account?  In  New  England,  and  particularly  in 
Connecticut,  we  have  gone  through  an  absolutely  dramatic  change 
in  nursing  salaries,  and  so  on. 

So,  never  to  have  the  right  to  look  at  your  base,  outside  of  the 
automatic  increase,  can  have  a  very  destructive  impact. 

Second,  the  nature  of  the  case  mix  does  change,  in  part  in  re- 
sponse to  the  role  of  acute  care  hospitals,  particularly  with  stroke 
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victims.  As  acute  care  hospitals  have  discharged  those  folks  much 
earlier  and  as  our  knowledge  of  how  to  treat  them  has  increased, 
many  of  the  rehab  hospitals  are  just  clearly  disadvantaged.  Look 
back  at  what  we  based  their  rates  on  and  what  they  are  doing  now. 
It  is  two  different  worlds. 

Furthermore,  this  is  something  you  should  be  aware  of,  that  I 
don't  think  most  of  us  know.  For  certain  kinds  of  cases,  they  are 
paid  at  time  of  discharge.  More  and  more,  they  are  getting  certain 
kinds  of  respiratory  cases.  When  you  admit  them,  you  can't  tell 
when  they  are  going  to  be  discharged.  Many  of  them  stay  there  for 
years.  Therefore,  rehab  hospitals  are  not  paid  for  certain  patients. 

So,  we  have  some  really  severe  problems  in  the  area  of  rehab 
hospitals  that  deserve  another  look.  I  have  put  legislation  in  on 
this  specific  subject,  and  I  allow  it  either/ or,  because  I  don't  think 
in  today's  environment,  you  can  automatically  say  if  we  rebased 
you  in  this  year,  you  have  to  be  OK.  So  it  is  not  really  as  simple  as, 
everybody  has  to  be  rebased  this  year  or  nobody  gets  rebased  this 
year,  as  Gail  suggested  earlier. 

Mr.  Altman.  Mrs.  Johnson,  first,  if  you  don't  mind,  I  would  like 
to  separate  out  the  two  examples  you  gave.  I  think  they  are  quite 
different.  I  think  the  issue  of  salaries  is  an  issue  that  cuts  across 
every  institution  and  every  group  of  institutions  we  deal  with. 

I  am  sure  you  could  get  a  strong  argument  from  the  hospitals, 
inpatient  acute  care  hospitals,  that  would  say  the  same  thing.  Now, 
whether  we  accept  that  or  not  depends  upon  whether  we  want  to 
get  ourselves  back  into  the  idea,  if  you  pay  a  salary,  the  system 
should  pay  you  back  for  it.  It  is  a  legitimate  issue. 

I  think,  on  the  other  hand,  it  is  something  we  don't  want  to  get 
back  into.  We  need  to  guard  against  it. 

So  I  think  that  for  rehab,  psych,  or  any  other  institution,  the 
issue  of  increasing  wages  and  not  being  caught  up  by  the  index  is  a 
legitimate  concern.  The  other  issue,  the  reason  why  I  raised  the 
rehab,  is  I  have  been  following  that  area  in  another  context,  and  I 
am  very  sympathetic  to  what  you  say  about  that. 

Now,  whether  solving  that  problem  is  to  use  rebasing,  or  maybe 
rehab  should  go  on  to  a  PPS  system  of  sorts,  where  we  legitimately 
pay  for  more  complicated  patient  mix,  is  an  area  that  is  deserving 
of  review. 

So,  I  understand  the  problem.  I  personally  believe  we  need  to 
make  an  adjustment,  I  just  am  not  convinced  that  the  right  adjust- 
ment is  just  to  rebase  the  system  and  then  watch  it  go  up,  because 
the  possibility  is,  2  or  3  years  down  the  road,  we  could  have  an- 
other major  change  in  structure  and  would  again  face  it. 

So  I  think  it  would  argue  more  for  a  PPS  system  than  rebasing, 
although  I  am  not  necessary  suggesting  that.  I  appreciate  the  prob- 
lem. I  know  you  have  introduced  legislation.  I  personally  am  look- 
ing at  it  in  another  context. 

I  think  there  is  a  real  problem  here,  and  we  need  to  figure  out 
how  to  deal  with  it. 

Mrs.  Johnson.  Thank  you.  I  appreciate  the  difference  between 
things  like  wages  and  case  mix,  but  in  my  estimation,  it  deserves  a 
lot  of  reconsideration.  Thank  you. 

Mr.  Cardin  [presiding].  Mr.  Pickle. 
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Mr.  Pickle.  You  said  that  it  may  be  possible  to  develop  a  PPS 
system  for  these  outpatient  services.  But  you  don't  have  enough  in- 
formation. You  need  more  time.  Can  you  make  any  specific  recom- 
mendation for  this  committee  for  things  we  ought  to  consider  with 
respect  to  any  kind  of  research  or  demonstration  project? 

You  gave  Mrs.  Johnson  some  options  about  approaches.  That  is 
fine.  But  are  you  making  any  recommendation  to  us  about  what  we 
ought  to  be  doing  in  order  to  help  you  speed  this  process  up? 

Mr.  Altman.  No.  I  think  there  is  really  a  lot  of  good  work  going 
on.  Dr.  Wilensky  commented  on  the  research  that  is  going  on.  A  lot 
of  the  best  analytical  minds  around  the  country,  many  of  which 
are  at  Brandeis,  are  looking  at  this,  and  there  is  a  lot  of  good  work 
coming  down. 

I  am  particularly  heartened  by  some  of  the  work  that  is  being 
done  by  a  group  that  is  looking  at  this  new  payment  classification 
system.  So,  I  think,  as  she  indicated,  we  are  going  to  collectively 
have  some  new  information  for  you  within  a  year  or  so. 

Mr.  Pickle.  I  am  going  to  ask  my  next  question.  Within  1990, 
you  hope  to  have  some  information,  and  if  you  have  that  could  give 
us  some  specific  recommendations? 

Mr.  Altman.  We  are  really  shooting  hard  for  your  March  1  dead- 
line. 

Mr.  Pickle.  You  are  saying,  in  effect,  that  it  is  your  opinion  that 
it  is  possible  to  propose  some  PPS  payment  system  for  outpatients? 

Mr.  Altman.  For  some  kinds  of  outpatients. 

Mr.  Pickle.  I  haven't  asked  my  question  yet — that  you  can  do  it 
effectively  without  affecting  the  volume  and  the  quality  of  care? 

Mr.  Altman.  I  think  you  would  be  affecting  the  volume.  I  think 
that  is  one  of  the  reasons  you  want  to  do  it.  I  think  the  whole 
reason  for  doing  it  is  to  try  and  bring  the  discipline  to  the  delivery 
of  outpatient  services. 

Mr.  Pickle.  I  am  just  saying  we  have  recognized  the  costs  are 
going  up.  It  is  a  fact,  we  know  it,  and  you  give  the  reason  why. 

Now  you  want  to  propose  a  system  to  control  it.  I  am  asking,  is  it 
possible  to  recommend  some  kind  of  a  system  that  can  give  us 
some  kind  of  a  payment  system  that  could  control  the  expenditures 
or  volume  of  services  without  affecting  quality  of  care? 

You  say  it  is  possible? 

Mr.  Altman.  It  is  possible,  but  I  think  Mrs.  Johnson  legitimately 
raised  a  couple  of  concerns  that  we  have  to  be  very  careful  of,  and 
even  more  careful  than  we  do  on  the  patient  side.  It  is  a  complicat- 
ed area,  Mr.  Pickle. 

Mr.  Pickle.  I  understand. 

Thank  you,  Mr.  Chairman. 

Mr.  Cardin.  Thank  you,  Mr.  Altman. 

We  are  going  to  lump  the  next  two  panels  together  so  we  can 
have  all  the  players  together  as  we  inquire.  So  I  would  ask  them  to 
come  forward. 

First  we  have  Paul  C.  Rettig,  executive  vice  president,  American 
Hospital  Association.  Next  will  be  Randall  Scanga,  senior  vice 
president  and  chief  operating  officer  of  the  Harmarville  Rehabilita- 
tion Center,  Inc.,  of  Pittsburgh,  Pa.,  representing  the  National  As- 
sociation of  Rehabilitation  Facilities.  Then  we  will  have  Frederick 
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Raine,  president-elect  of  the  National  Association  of  Private  Psy- 
chiatric Hospitals. 

The  next  panel  listed  includes  Robert  T.  Deane,  Ph.D.,  chief 
economist  with  the  American  Health  Care  Association  and  Marga- 
ret J.  Cushman,  M.S.N,  and  R.N.,  for  the  National  Association  for 
Home  Care. 

We  welcome  all  of  you.  We  would  ask  that  you  proceed.  Your 
entire  statements,  without  objection,  will  be  made  a  part  of  our 
committee  record,  and  you  may  proceed  as  you  see  fit,  starting 
with  Paul. 

STATEMENT  OF  PAUL  C.  RETTIG,  EXECUTIVE  VICE  PRESIDENT, 
AMERICAN  HOSPITAL  ASSOCIATION 

Mr.  Rettig.  Mr.  Chairman,  thank  you  for  the  opportunity  to 
appear  here  on  behalf  of  the  American  Hospital  Association  and  its 
nearly  5,500  institutional  members  on  the  subject  of  outpatient  hos- 
pital payment. 

I  want  to  note  that  there  has  been  a  major  shift  of  care  from  the 
inpatient  to  the  outpatient  setting,  and  as  has  also  been  noted,  it 
was  one  of  the  results  that  was  encouraged  under  the  prospective 
payment  system  and  the  peer  review  legislation  that  went  along 
with  it. 

And  so,  in  a  sense,  this  represents  a  success  story,  although  there 
have  been  major  and  significant  increases  in  outpatient  costs  and 
volume.  Let  me  say  a  word  about  what  the  increases  may  be  about. 
Part  of  the  increase  has  to  do  with  the  direct  shift  from  inpatient 
to  outpatient,  both  in  response  to  the  motivations  of  the  payment 
system  as  well  in  response  to  technological  changes  that  have  per- 
mitted over  this  time  period  increasing  amounts  of  services  to  be 
provided  on  an  outpatient  basis — both  diagnostic  and  therapeutic 
services. 

There  is  some  increase  in  utilization  that  has  nothing  to  do  with 
the  transfer  from  inpatient  to  outpatient,  but  services  and  proce- 
dures that  formerly  might  have  been  skipped  altogether — as  being 
too  difficult,  costly,  time  consuming  or  risky — are  now  often  per- 
formed or  an  outpatient  basis.  So  that  is  part  of  what  is  going  on. 

The  AHA's  position  on  outpatient  payment  is  a  new  one.  We 
have  looked  at  the  issue  of  how  these  services  are  to  be  paid,  aware 
that  the  Congress  and  administration  are  looking  for  some  kind  of 
a  change  away  from  the  old  cost  reimbursement  method,  and 
aware  also  that  we  have  fallen  into  a  system  in  which  we  have  a 
very  complex  system  of  payment. 

I  think  Dr.  Wilensky  referred  to  11  sources  of  payment.  We  think 
that  a  single  visit  could  call  into  play  four  separate  policies:  Rea- 
sonable cost;  a  blended  rate,  fee  schedule,  or  the  lesser  of  the  blend- 
ed rate  or  reasonable  cost. 

You  can  see  that  this  is  getting  beyond  the  ability  of  HCFA.  I 
think  you  got  from  Dr.  Wilensky  the  notion  that  it  was  too  com- 
plex. Certainly  for  hospitals  trying  to  respond  to  this  kind  of  a  mul- 
tiplicity of  payment  systems,  it  is  complex,  also. 

The  AHA  is  now  in  a  position  to  recommend  that  for  the  long 
term.  Medicare  should  move  to  a  procedure-based  fee  schedule  in 
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its  method  of  payment  for  hospital  outpatient  services  and  other 
outpatient  services. 

We  do  not  believe  that  a  bundled  fee  system  is  a  reasonable  al- 
ternative. We  do  believe  that  the  procedure-based  fee  system 
should  account  for  differences  in  resource  .prices  and  different 
types  of  hospitals  or  different  communities. 

We  do  believe  that  that  system  would  provide  incentives  for  the 
efficient  delivery  and  economical  delivery  of  care  in  the  outpatient 
setting.  We  do  think,  though,  that  this  is  a  major  kind  of  change, 
and  you  have  heard  some  testimony  today  about  the  difficulties. 

We  would  recommend  that  as  an  interim  step  to  a  procedure- 
based  fee  system,  we  go  to  a  system  that  is  a  cost  subject  to  limits 
kind  of  a  system,  while  the  necessary  research  is  going  on. 

That  sort  of  cost-based  system  subject  to  limits  could  be  a  transi- 
tion toward  a  fee  system  and  could — you  could  begin  a  system  of 
partial  implementation  of  fixed  fee  schedules  as  you  went  along. 

On  the  subject  of  utilization,  which  has  been  discussed  a  good  bit 
here  today,  our  recommendation  is  that  we  go  to  a  system  of  fo- 
cused utilization  review.  It  is  true  there  are  many,  many  services 
analogous  to  physician  services,  so  that  review  is  complex,  and  we 
recommend  a  focused  kind  of  a  thing  where  you  look  at  trouble 
spots  and  concentrate  on  the  things  that  are  troubled. 

We  do  think  that  during  this  transition,  significant  investment 
in  research  and  development  has  to  go  on,  research  and  demonstra- 
tions. Really,  the  analogy  is  the  physician  payment  reform,  with  all 
the  kinds  of  issues  that  were  there.  That  is,  definition  of  the  serv- 
ices that  you  are  going  to  work  on,  how  you  classify  the  proce- 
dures— and  we  do  think  that  the  ambulatory  patient  group  classifi- 
cation system  holds  promise  for  grouping  procedures  so  that  you 
don't  have  a  huge  number  of  codes  you  have  to  bill  under,  but  you 
can  bill  under  a  more  limited  number. 

You  need  to  look  at  the  issue  of  relative  prices  and  how  they  are 
to  be  set.  That  is  the  kind  of  thing  that  William  Hsiao  at  Harvard 
did  at  great  lengths  in  changing  the  physician  side.  You  need  to 
look  at  how  those  things  may  vary  as  they  apply  to  different  kinds 
of  patients,  different  communities  and  so  forth.  And  the  issue  that 
has  already  been  discussed  about  hospital-based  and  freestanding 
facilities  and  how  and  what  discrimination  should  be  made  in  pay- 
ment levels  between  them  is  part  of  this  whole  issue  of  determin- 
ing an  appropriate  payment  amount. 

You  need  to  look  at  the  resource  price  and  cost  issue.  You  need 
to  look  at  a  system  of  updating  on  a  valid  basis.  Nonetheless,  we 
think  that  this  is  the  direction  we  are  to  be  looking  at  and  going. 

Let  me  just  say  in  the  area  of  TEFRA  providers,  we  basically 
agree  with  what  has  been  said  here.  The  TEFRA  system  is  at  the 
moment  the  only  viable  system  we  have.  It  does  not  seem  practical 
in  these  areas  to  move  to  prospective  payment.  There  are  problems 
with  the  TEFRA  limits,  however,  and  some  of  these  have  already 
been  explored. 

We  do  support  optional  rebasing — barring  significant  budgetary 
impact — of  the  kinds  to  be  found  in  legislation  introduced  by  Rep- 
resentative Johnson  and  some  others.  And  we  do  basically  believe 
that  with  regard  to  skilled  nursing  facilities  and  home  health  agen- 
cies, it  is  difficult  to  see  our  way  to  a  prospective  system. 
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Thank  you  very  much. 

Mr.  Cardin.  Thank  you. 

[The  statement  of  Mr.  Rettig  follows:] 
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SUMMARY 

An  explicit  goal  of  Medicare  hospital  payment  policy  has  been  to  shift  care 
from  inpatient  to  outpatient  settings .     This  shift  has  taken  place  and  has 
resulted  in  considerable  savings  to  the  Medicare  program,  as  well  as  an 
acceleration  in  the  growth  of  outpatient  expenditures.     To  address  rising 
outpatient  expenditures ,  AHA  proposes  a  new  method  of  payment  for  outpatient 
services  that  promotes  appropriate  utilization  and  efficient  delivery  of 
care.    Medicare  should  adopt  a  prospectively  determined  procedure -based  fee 
schedule  as  its  method  of  payment  for  hospital  outpatient  and  other  outpatient 
services.     While  the  research  and  development  necessary  to  construct  a 
procedure-based  fee  schedule  is  being  conducted,  a  system  of  reasonable  cost 
limits  should  be  implemented.    To  discourage  inappropriate  utilization. 
Medicare  should  also  develop  more  effective  methods  of  utilization  review  to 
be  used  in  tandem  with  a  procedure -based  fee  schedule.     The  development  of  a 
successful  procedure -based  fee  schedule  will  require  a  substantial  new 
commitment  of  resources  to  research  and  development.     AHA  supports  continued 
payment  of  TEFRA  providers  on  the  basis  of  reasonable  cost  subject  to  the  rate 
of  increase  limit.     Elective  rebasing  and  an  improved  exceptions  process 
should  be  available  to  TEFRA  providers.    AHA  supports  cost-based  payment 
subject  to  reasonable  cost  limits  as  a  viable  method  of  payment  for  skilled 
nursing  facility  and  home  health  agency  services. 


Mr.  Chairman,  I  am  Paul  Rettig,  executive  vice  president  of  the  American 
Hospital  Association  and  director  of  its  Washington  office.     On  behalf  of  its 
nearly  5,500  member  hospitals,  the  American  Hospital  Association  welcomes  this 
opportunity  to  present  its  views  on  the  development  of  prospective  payment 
methods  for  hospital  outpatient  services,  hospitals  and  hospital  units  that 
are  exempt  from  prospective  payment,  skilled  nursing  services,  and  home  health 
services. 


OUTPATIENT  PAYMENT  REFORM 

The  1980s  have  seen  an  acceleration  of  the  shift  in  the  delivery  of  medical 
services  from  inpatient  to  outpatient  settings.     Shifting  care  from  inpatient 
to  outpatient  settings  was  an  explicit  goal  of  Medicare  PPS  and  has  resulted 
in  considerable  savings  to  the  Medicare  program.    While  inpatient  utilization 
has  been  either  declining  or  constant,  outpatient  utilization  has  risen 
steadily.     In  1986,  outpatient  visits  to  hospitals  exceeded  the  number  of 
inpatient  days  of  care  provided  in  community  hospitals.     In  1983,  outpatient 
surgery  accounted  for  less  than  one-fourth  of  total  surgical  procedures;  by 
1987  more  than  40  percent  of  all  surgical  procedures  performed  in  hospitals 
were  performed  on  an  outpatient  basis. 
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These  trends  have  had  a  particularly  dramatic  impact  on  Medicare.  The  rate  of 
increase  in  inpatient  expenditures  was  sharply  curtailed  in  1985  in  response 
to  PPS ,  while  expenditures  for  outpatient  services  increased  at  a  moderately 
faster  rate  than  in  the  five  years  prior  to  the  enactment  of  PPS  and  the  Peer 
Review  Organization  amendments . 

To  date,  Congress  has  adopted  a  two-part  strategy  to  address  rising  outpatient 
expenditures  by  promoting  appropriate  utilization  and  efficient  delivery  of 
care.     The  Consolidated  Omnibus  Budget  Reconciliation  Act  of  1985  directed 
PROs  to  begin  reviewing  the  appropriateness  of  outpatient  surgery,  and  the 
Omnibus  Budget  Reconciliation  Act  of  1986  imposed  limits  on  hospital  payment 
for  selected  outpatient  surgical  procedures  as  a  first  step  toward 
implementation  of  a  "prospective  pricing  system"  for  outpatient  surgical 
services.     The  Omnibus  Budget  Reconciliation  Act  of  1987  extended  reasonable 
cost  limits  to  both  radiology  and  other  diagnostic  services.     Today's  hearing 
addresses  the  next  step  toward  implementation  of  a  prospective  payment  system 
covering  all  outpatient  services. 

MA'S  Position 

Currently,  pajrment  for  outpatient  services  performed  in  a  hospital  is 
fragmented.    A  single  visit  could  call  into  play  four  separate  payment 
policies:     reasonable  cost,  blended  rate,  fee  schedule,  or  lesser  of  blended 
rate  or  reasonable  cost.     In  response  to  this  situation,  AHA  last  year 
undertook  a  critical  examination  of  alternative  methods  of  payment  for 
outpatient  services.     After  considerable  debate,  the  Association's  board 
adopted  a  position  that  identifies  both  the  long-range  goal  of  payment  reform 
in  the  outpatient  area  and  a  strategy  for  reaching  that  goal . 

Procedure -Based  Fee  Schedule    In  the  long  term.  Medicare  should  adopt  a 
prospectively  determined  procedure -based  fee  schedule  as  its  method  of  payment 
for  hospital  and  other  outpatient  services.     AHA  does  not  believe  that  a 
bundled  fee  system  is  a  feasible  alternative.     A  procedure -based  fee  schedule 
should  include  appropriate  adjustments  for  differences  in  resource  prices  and 
cost  of  providing  outpatient  services  in  different  types  of  hospitals  or 
different  communities.     It  would  create  strong  incentives  for  hospitals  to 
find  more  efficient  ways  of  delivering  outpatient  care  and  would  be  consistent 
with  the  way  in  which  other  providers  of  outpatient  services  are  paid. 

Reasonable  Cost  Limits  as  Transition    The  development  of  a  viable  fee  schedule 
will  require  a  considerable  investment  in  research  and  development.  Immediate 
implementation  of  a  fee  schedule  using  available  methods  and  data  would  be 
extremely  disruptive  to  hospitals'   ability  to  continue  meeting  the  needs  of 
beneficiaries  for  outpatient  care.     It  would  also  make  the  necessary 
refinement  of  payment  methods  more  difficult  because  each  change  in  payment 
methods,  however  appropriate  or  necessary,  will  cause  a  redistribution  of 
payments  among  hospitals  or  providers.     Prudence  dictates  a  deliberate  process 
to  develop  valid  methods  of  setting  fees. 

While  much  of  the  necessary  research  is  being  conducted  by  HCFA,  many  of  the 
benefits  of  implementing  a  procedure-based  fee  schedule  could  be  realized  by 
implementing  a  system  of  reasonable  cost  limits  for  hospital  outpatient 
services.     If  properly  structured,  reasonable  cost  limits  would  also  allow 
hospitals  to  anticipate  the  impact  of  adopting  payment  based  on  prospectively 
set  fees  in  order  to  make  necessary  changes  in  the  organization  and  management 
of  their  outpatient  services. 

Focused  Review  to  Control  Use    Because  a  procedure-based  system  could  create 
incentives  to  increase  utilization  inappropriately.  Medicare  should  also 
develop  more  effective  methods  of  utilization  review  for  outpatient  seirvices. 
Although  the  problem  of  ensuring  appropriate  utilization  in  the  outpatient 
setting  is,   in  principle,   the  same  as  ensuring  appropriate  inpatient 
utilization,   the  higher  volume  of  claims  and  the  lower  dollar  amount  of  each 
claim  place  a  special  premium  on  efficient  methods  of  conducting  review  of 
outpatient  services.     To  minimize  the  burden  and  cost  of  review  for  both  the 
Medicare  program  and  providers ,  Medicare  should  develop  and  adopt  methods  of 
focusing  review  only  on  problem  areas. 
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Research  Asenda  for  the  Transition 

The  development  of  a  viable  procedure -based  fee  schedule  will  require  a 
substantial  commitment  of  resources  to  research  and  development.     It  presents 
a  range  of  problems  that  are  comparable  in  complexity  and  scope  to  those  that 
must  be  resolved  to  implement  the  physician  payment  reforms  called  for  in  the 
Omnibus  Budget  Reconciliation  Act  of  1989.     The  most  important  areas  for 
research  include  development  of  a  method  of  defining  and  setting  prices  for 
procedures  and  development  of  methods  of  adjusting  prices  to  reflect  local 
costs  of  delivery  and  differences  in  patient  mix  that  affect  the  cost  of 
procedures . 

Product  Definition    The  most  important  issue  in  the  design  of  a  viable 
prospective  payment  system  for  outpatient  payment  is  the  development  of  a 
valid  means  of  defining  outpatient  services.     Currently,  hospitals  use  a 
variety  of  different  methods  for  describing  the  outpatient  services  they 
provide.     For  a  prospective  payment  system  to  work,  all  hospitals  must 
describe  their  services  in  the  same  way,  using  a  common  terminology.  The 
adoption  of  the  HCFA  Common  Procedure  Coding  System  (HCPCS)  was  a  necessary 
first  step  in  the  development  of  such  a  system  and  provides  a  framework  for 
the  refinement  of  a  classification  system  that  adequately  distinguishes  among 
the  services  provided  by  different  facilities. 


Procedure  Classification    A  workable  payment  system  based  on  procedures  also 
requires  a  valid  method  of  grouping  "similar"  procedures.     In  many  ways,  the 
problem  is  similar  to  the  problem  of  grouping  diagnoses  in  the  DRG  system  used 
to  describe  and  pay  for  inpatient  services.     The  effort  to  develop  an 
Ambulatory  Patient  Group  (APG)  system  appears  to  be  promising  as  one  means  of 
grouping  outpatient  procedures,  but  it  will  require  considerable  refinement 
and  testing  before  its  adoption  as  the  basis  of  an  outpatient  payment  system. 

Relative  Prices    Having  a  classification  of  outpatient  procedures  is  only  half 
the  battle.     In  addition,  a  schedule  of  "relative  prices"  must  be  set.  The 
information  now  available  on  the  cost  of  outpatient  procedures  is  inadequate 
for  the  purpose  of  setting  prices.     Special  research  is  needed  to  develop 
information  on  the  cost  of  providing  various  outpatient  procedures .  These 
data  are  needed  both  to  evaluate  and  refine  the  procedure  classification  and 
to  set  prices.     They  are  also  needed  to  develop  adjustments  to  prices  to 
recognize  differences  in  the  cost  of  performing  the  same  (or  similar) 
procedures  for  different  types  of  patients . 

Price/Product  Adjustments    A  procedure  classification  and  "relative  price 
schedule"  are  the  two  most  critical  elements  of  a  viable  prospective  payment 
system  for  hospital  outpatient  services,  but  they  are  not  the  only  required 
elements.     In  addition,  adjustments  to  prices  may  be  required  to  recognize 
differences  in  the  cost  of  providing  the  same  procedure  in  different 
communities  or  for  different  tjrpes  of  patients .     For  example ,  the  cost  of  a 
surgical  procedure  may  vary  according  to  the  patient's  age  or  health  status. 
Hospitals  serving  large  numbers  of  disadvantaged  patients  may  experience 
higher  costs  than  hospitals  serving  more  affluent  communities  because  the 
patients  may  be  unknown  to  the  providers  or  may  present  more  complex  medical 
problems.     The  data  needed  to  develop  and  evaluate  adjustments  to  recognize 
these  factors  is  simply  unavailable  at  the  present  time.     Such  adjustments  are 
particularly  important  to  recognize  differences  among  types  of  patients 
treated  in  hospital-based  and  free-standing  facilities. 

Resource  Prices    Adjustments  will  also  be  required  to  recognize  differences  in 
the  prices  paid  for  resources  in  different  markets.     Although  the  inpatient 
prospective  pricing  system  also  must  address  this  problem,   it  is  possible  that 
the  resources  used  to  provide  inpatient  and  outpatient  services  are 
sufficiently  different  to  warrant  the  use  of  different  resource  price 
adjustments.     Again,  however,  the  data  needed  to  evaluate  this  question  are 
unavailable . 


Price  Levels  and  Updating    Finally,  once  the  basic  technical  requirements  for 
paying  hospitals  on  a  prospective  basis  have  been  satisfied,   it  is  also 
necessary  to  develop  a  valid  method  of  setting  and  updating  price  levels.  AHA 
supports  the  implementation  of  a  prospective  system  based  on  the  costs 
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incurred  by  hospitals  and  the  updating  of  prices  in  a  manner  that,  over  time, 
ensures  that  total  payments  and  total  costs  (across  all  providers)  bear  a 
reasonable  relationship  to  one  another. 

Conclusion    Because  so  much  work  remains  to  be  done,  AHA  recommends  that 
Congress  move  in  a  deliberate  manner  to  implement  a  prospective  payment 
system.     The  development  and  implementation  of  a  procedure -based  system  of 
reasonable  cost  limits  offers  the  best  method  of  reaching  this  goal.     As  the 
necessary  research  and  development  is  completed,   the  system  of  reasonable  cost 
limits  can  be  coverted  to  a  system  of  procedure-based,  prospectively 
established  prices. 

TEFRA  PROVIDERS 

In  1983,  when  prospective  payment  was  adopted  for  acute  inpatient  hospital 
services,  several  types  of  hospitals  were  excluded  because  the  DRG  system  did 
not  adequately  characterize  the  services  they  provided  and  the  patients  they 
treated.     Rather  than  being  paid  on  the  basis  of  a  price  reflecting  the 
average  cost  of  treatment  across  all  hospitals,   these  providers  are  reimbursed 
on  the  basis  of  "reasonable  cost"  as  defined  by  rules  created  by  the  Tax 
Equity  and  Fiscal  Responsibility  Act  of  1982  (TEFRA) . 

AHA' s  Position 

AHA  supports  payment  of  exempt  providers  on  the  basis  of  reasonable  cost 
subject  to  a  rate  of  increase  limit,  which  specifically  creates  a  target  rate 
for  each  hospital  with  incentives  and  disincentives  for  hospitals  to  maintain 
their  costs  at  this  level.     The  TEFRA  system  remains  the  only  viable  method  of 
payment  for  these  facilities  and  creates  many  of  the  incentives  that  would  be 
created  by  adoption  of  a  prospective  payment  system.     The  TEFRA  system, 
however,  does  create  some  problems  that  will  need  to  be  addressed. 

Frequency  of  Problems  with  Limits    A  survey  of  TEFRA  providers  conducted  by 
AHA  indicates  that  many  of  the  exempt  providers  either  currently  have  costs 
that  exceed  their  limits  or  expect  to  have  problems  with  their  limits  in  the 
near  future.     Among  the  reasons  that  have  been  identified  as  responsible  for 
exceeding  the  limit  are  the  following: 

Update  Factor    The  "update  factor"  that  has  been  applied  to  the  limits  was  the 
same  as  the  update  factor  applied  to  prices  under  the  prospective  pricing 
system,  rather  than  an  index  reflecting  changes  in  the  prices  of  the  resources 
that  exempt  hospitals  must  purchase.     Congress  has  recently  required  the  use 
of  a  separate  index,  but  because  the  requirement  applies  prospectively  only  it 
does  not  compensate  for  past  underpayment. 

Patient  Mix    The  limits  of  exempt  providers  are  not  adjusted  automatically  for 
changes  in  patient  mix  because  no  valid  method  of  defining  "case  mix"  for 
psychiatric,  rehabilitation,  or  long-term  care  patients  has  been  devised.  The 
absence  of  a  valid  method  to  measure  patient  mix  for  these  providers  does  not 
imply,  however,   that  patient  mix  is  uninmportant  or  unchanging.     It  simply 
indicates  the  difficulty  of  making  an  automatic  adjustment  for  changes  in 
mix.     Many  exempt  hospital  providers  report  that  the  kinds  of  patients  they 
admit  have  changed  substantially  since  their  base  year.     A  1988  national 
opinion  survey  of  rehabilitation  hospitals  and  units  comparing  patient 
morbidity  and  acuity  between  1986  and  1987  showed  an  increased  severity  of 
illness  in  several  diagnostic  categories.     Increases  in  acuity  and  morbidity 
were  cited  for  the  majority  of  diagnoses  common  to  rehabilitation  facilities, 
such  as  spinal  cord  injury,  brain  injury,  and  stroke. 

Product  Change     Even  when  the  mix  of  patients  has  not  changed,   the  treatment 
received  by  those  patients  can  change  substantially,  both  as  a  result  of 
technological  developments  and  changes  in  standards  of  practice.  No 
adjustment  has  been  made  to  update  factors  to  recognize  these  changes.     In  the 
case  of  rehabilitation  providers  in  particular,   the  earlier  initiation  of 
rehabilitation  treatment  following  acute  illness  or  trauma  appears  to  have  led 
to  a  substantial  increase  in  average  costs  that  has  not  been  recognized  in  the 
update . 
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Resource  Price  Change    Hospitals  located  in  different  labor  markets  experience 
different  rates  of  increase  in  the  wages  and  compensation  that  they  must  pay 
to  attract  and  retain  workers.     These  differences  are  reflected  in  the  "area 
wage"  adjustment  to  prices  under  the  prospective  pricing  system.     They  are 
not,  however,  reflected  in  differences  in  the  update  factor  applied  to  TEFRA 
limits.     As  a  result,   the  TEFRA  limits  of  hospitals  located  in  areas 
experiencing  above-average  increases  in  compensation  are  inappropriately  low. 

Base  Year  Anomalies     Finally,  hospitals  can  experience  ongoing  problems  with 
their  limits  if  the  base  year  that  was  used  to  set  the  limit  initially  was 
atypical.     If  an  unusually  small  number  of  short-stay  patients  were  treated  in 
the  base  year,  then  average  costs  in  the  base  year  will  be  understated.  The 
only  means  of  correcting  this  problem  is  through  an  adjustment  to  the  base 
year.     A  related  problem  is  created  by  differences  in  hospital  base  years. 
Newer  providers  have  a  limit  that  more  closely  reflects  current  technology  and 
treatment  patterns . 


Solutions    AHA  has  examined  a  number  of  solutions  to  the  problems  discussed 
above.     The  principal  proposals  have  involved  either  elective  or  periodic 
rebasing  of  the  TEFRA  limits  or  the  adoption  of  a  streamlined  exceptions 
process.     AHA  favors  both  elective  rebasing  and  the  adoption  of  an  improved 
exceptions  process  and  supports- -barring  significant  budgetary  impact- -H.R. 
4262,  the  Medicare  Rehabilitation  and  Long-Term  Hospital  Rebasing  Act  of  1990, 
which  has  been  introduced  by  Representative  Johnson.    AHA  would  oppose 
mandatory  rebasing  chiefly  because  it  does  not  overcome  the  problems 
identified  above  in  any  fundamental  way.     Those  problems  can  be  addressed  only 
through  the  development  of  better  methods  of  setting  the  update  factor  and  the 
development  of  an  improved  exceptions  process  that  recognizes  the  legitimate 
reasons  that  a  hospital  might  exceed  its  TEFRA  limit  in  any  year. 


Barriers  to  PPS  for  Exempt  Providers 

AHA  continues  to  oppose  the  elimination  of  the  exemption  for  psychiatric, 
rehabilitation,  long-term  care,  and  childrens'  hospitals  and  hospital  units. 
Although  AHA  is  not  opposed  to  the  eventual  development  of  a  prospective 
pajrment  system  for  these  providers,  it  would  be  inappropriate  to  require  the 
adoption  of  such  a  system  of  payment  at  this  time  for  several  reasons. 

Viability  of  TEFRA    TEFRA,  with  the  development  of  better  methods  of  making 
exceptions,   is  a  viable  method  of  payment  for  the  exempt  providers.  It 
creates  most  of  the  incentives  that  a  prospective  pricing  system  would 
create.     It  avoids  the  substantial  disruption  of  payment  that  would  result 
from  the  implementation  of  prospective  payment,  given  current  methods  of 
setting  process  for  the  services  of  these  hospitals. 


Inappropriateness  of  Case -based  Payment    Case -based  prospective  payment  would 
be  inappropriate  for  the  exempt  providers  because  of  wide  differences  in  the 
expected  length  of  stay  for  different  patients.     Any  case-based  payment  system 
based  on  average  costs  across  hospitals  would  expose  providers  to  excessive 
financial  risks  and  could  jeopardize  quality  of  care. 

Absence  of  a  Valid  Product  Definition    Finally,  no  method  of  adequately 
describing  the  types  of  patients  who  are  treated  in  the  exempt  providers  has 
been  developed.  Research  conducted  by  the  Rand  Corporation,  the  Medical 
College  of  Wisconsin,  the  American  Psychiatric  Association,  and  others  has 
demonstrated  that  DRGs  will  not  work  as  a  means  of  describing  these  patients. 
This  same  research  has  also  suggested  that  the  development  of  such  systems 
will  require  a  substantial  investment  in  both  research  and  data  collection. 
As  noted  above,   it  is  not  clear  that  this  investment  is  warranted  as  TEFRA 
continues  to  provide  a  viable  framework  within  which  pajrment  for  these 
services  can  be  made. 


SNF  AND  HHA  SERVICES 

Skilled  Nursing  Facility  and  Home  Health  Agency  services  are  currently  paid 
for  on  the  basis  of  cost  subject  to  a  reasonable  cost  limit.     In  the  case  of 
SNF  services,  reasonable  cost  limits  apply  only  to  routine  services  and  are 
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applied  on  a  per  diem  basis.  HHA  limits  apply  to  all  costs  and  are  calculated 
on  a  per  visit  basis,  distinguishing  among  types  of  home  visits. 

AHA' s  Position 

AHA  believes  that  cost-based  payment  subject  to  reasonable  cost  limits 
continues  to  be  a  viable  method  of  payment  for  SNF  and  HHA  services.     It  would 
be  premature  to  adopt  a  system  of  prospective  payment  for  these  services  until 
the  necessary  technical  foundations  have  been  laid. 

Maintenance  of  Hospital  Differential    Any  system  of  payment,   including  the 
current  system  of  cost  limits,  must  recognize  differences  between  the  types  of 
patients  treated  in  hospital -based  programs  and  in  free-standing  providers. 
Unlike  freestanding  nursing  homes,  hospital-based  skilled  nursing  units  see 
patients  who  require  a  high  level  of  medical  intervention.     These  patients 
need  and  receive  intensive  recuperative  and  rehabilatative  services  rather 
than  those  of  a  chronic  supportive  nature,  which  are  provided  by 
community-based  facilities.     Research  conducted  by  Peter  Shaughnessy  and 
others  has  documented  these  differences.     What  is  unknown,  however,   is  the 
extent  to  which  methods  of  classifying  SNF  or  HHA  patients  accurately 
distinguish  between  patients  treated  in  hospitals  and  patients  admitted  to 
freestanding  providers.     Until  these  questions  are  answered,  a  differential  in 
cost  limits  should  be  continued,  and  any  system  of  prospective  payment  should 
include  separate  rates  for  hospital-based  and  free-standing  providers. 

Prerequisites  for  PPS    A  viable  method  of  paying  for  SNF  or  HHA  services 
prospectively  requires  the  development  of  solutions  to  several  technical 
problems.     The  most  important  technical  issue  that  must  be  resolved  prior  to 
implementation  of  a  prospective  method  of  payment  for  SNF  or  HHA  services  is 
the  development  of  a  valid  method  of  classifying  SNF  patients  and  HHA  visits. 
Experiments  are  currently  being  conducted  to  test  various  methods  of 
classifying  patients  according  to  their  use  of  resources.  Adoption  of  such 
systems  in  the  context  of  a  prospective  payment  system  should  await  the 
completion  of  this  research. 
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Mr.  Cardin.  Mr.  Scanga. 

STATEMENT  OF  RANDALL  SCANGA,  SENIOR  VICE  PRESIDENT/ 
CHIEF  FINANCIAL  OFFICER,  HARMARVILLE  REHABILITATION 
CENTER,  INC.,  PITTSBURGH,  PA.,  REPRESENTING  THE  NATION- 
AL ASSOCIATION  OF  REHABILITATION  FACILITIES 

Mr.  Scanga.  Thank  you. 

Just  a  point  of  clarification.  I  am  the  chief  financial  officer,  not 
the  chief  operating  officer. 

I  am  appearing  on  behalf  of  Harmarville  Rehabilitation  Center 
and  the  National  Association  of  Rehabilitation  Facilities.  It  is  a 
200-bed  rehabilitation  hospital.  It  has  been  in  the  rehabilitation 
business  for  36  years,  and  it  treats  spinal  cord-damaged  patients, 
strokes,  amputees,  coma  patients,  head-injured  patients,  and  a  vari- 
ety of  others. 

I  appreciate  having  the  opportunity  of  appearing  here  today  to 
testify  before  the  subcommittee.  I  will  try  and  summarize  my  docu- 
ment as  briefly  as  I  can.  I  will  address  two  major  points. 

The  first  point  is  the  need  for  legislation  to  correct  the  serious 
financial  damage  being  done  to  rehab  providers  through  TEFRA. 
The  second  point  is  a  need  for  additional  research  and  analysis 
before  a  new  payment  system  which  we  support  should  be  enacted. 

*  Harmarville  has  been  experiencing  serious  losses  over  the  past 
few  years.  These  losses  have  exceeded  approximately  $500,000  per 
year,  and  are  expected  to  continue.  In  1983,  when  the  prospective 
payment  system  was  adopted,  we  were  excluded.  We  continue  to  be 
reimbursed  on  a  reasonable  cost  basis  on  per-discharge  limits  man- 
dated under  TEFRA. 

In  theory,  the  limits  were  to  be  adjusted  annually  for  inflation, 
but  they  were  not.  They  were  linked  to  PPS  rates  of  increase  which 
were  reduced  to  offset  coding  increase  and  productivity  changes 
rehab  providers  did  not  have  the  opportunity  to  participate  in. 

Two  years  ago,  this  was  recognized  and  corrected  with  separate 
update  factors.  ProPAC,  in  the  current  year,  has  recommended  5.6 
percent  of  an  increase  in  1991,  which  we  support.  However,  the 
rehab  providers  that  were  in  existence  back  in  1983  were  not  cor- 
rected for  the  inaccurate  adjustments  made  during  the  years  prior 
to  the  correction. 

This  has  created  a  problem.  But  this  is  not  the  only  problem  that 
I  would  like  to  speak  to  you  about.  The  concept  of  per-discharge 
limits  were  founded  on  the  idea  that  cases  treated  are  pretty  much 
the  same  from  1  year  to  the  next.  This  is  not  the  case. 

Acuity  levels  have  increased  markedly  in  rehabilitation  provid- 
ers. PPS  encourages,  as  you  know,  earlier  discharges  to  rehab.  Two 
examples  I  will  give  you.  In  1982,  average  length  of  stay  in  acute 
care  hospital  before  coming  to  Harmarville  was  about  28.7  days. 

In  1989,  that  dropped  to  17.3  days.  Those  11  days  were  being 
picked  up  in  the  rehabilitation  setting.  We  are  now  providing  for 
nursing  care,  more  therapies,  more  medical  supplies  and  more 
drugs,  and  often  payments — patients,  excuse  me — have  longer 
lengths  of  stay. 

In  addition,  during  this  period,  HCFA  adopted  additional 
changes,  requirements,  that  required  additional  physical  therapy 
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and  occupational  therap^  changes.  Also,  advances  in  trauma  units 
affected  us  with  increase^  survival  rates.  Today  we  see  more  head 
injury  cases.  These  are  our  most  costly  kind  of  case  that  we  treat 
in  a  rehab  setting. 

In  1987,  when  we  received  five  twenty-fourths  of  1  percent,  we 
started  a  closed  head  injury  facility.  It  was  a  40-bed  facility,  and  we 
lost  $500,000  under  Medicare,  because  we  had  a  new  unit  come  on 
stream.  Now,  that  process  we  are  going  through,  the  exception 
process,  now  to  appeal  that  issue,  but  still  we  have  had  that  impact 
on  our  facility. 

TEFRA  does  not  adjust  for  case  mix  or  acuity.  This  leads  me  to 
the  next  issue.  TEFRA  creates  serious  competitive  distortions. 
What  I  am  asking  you  to  do  today  is  to  consider  leveling  the  play- 
ing field.  We  are  not  opposed  to  competition.  Competition  is 
healthy. 

But  new  entrants  in  rehab  have  3  years  to  establish  a  base  year. 
They  know  what  is  going  on.  They  can  establish  higher  costs  per 
discharge  and  pay  higher  salaries  and  they  can  implement  new 
programs  like  head  injury  and  not  have  to  go  through  an  appeal 
process. 

They  will  get  paid  for  these  things  dollar  for  dollar.  With  or 
without  intent.  Congress  and  HCFA  have  created  a  system  that  en- 
courages the  development  of  new  facilities  while  driving  out  older 
established  providers. 

This  is  not  a  good  policy  and  it  contributes  to  higher  Medicare 
costs.  Three  members  of  this  committee  have  introduced  corrective 
action,  H.R.  4262.  It  would  authorize  rehabilitation  providers  to 
elect  to  establish  a  new  base  year  in  1988,  and  then  computing 
those  TEFRA  limits  in  1990. 

In  1988,  for  example,  34  rehab  hospitals  and  32  long-term  care 
hospitals  which  provided  rehab  services  lost  an  average  of  more 
than  $500,000  a  year.  I  urge  you  to  adopt  this  rebasing  legislation 
H.R.  4262,  which  naturally  serves  as  a  stop-gap  measure  to  TEFRA, 
originally  set  up  as  a  temporary  system. 

My  last  recommendation  would  be  a  new  payment  system.  Natu- 
rally, we  want  a  new  payment  system,  you  already  have  us  on  the 
ropes  now.  We  are  in  the  third  round,  and  we  are  about  ready  to  be 
knocked  out.  However,  a  new  payment  system  without  research 
and  analysis  prior  to  its  implementation  would  be  financially  dev- 
astating for  all  of  our  facilities. 

One  case  in  point,  and  then  I  will  close.  Last  fall,  there  were  dis- 
cussions about  combining  the  rehabilitation  payments  into  the 
DRG  payments  for  hospital  patients  requiring  rehab  or  bundling. 
As  was  pointed  out  earlier,  this  can  occur.  There  is  no  way  to  cal- 
culate the  amount  of  rehabilitation  costs  in  a  DRG.  We  believe  it 
would  be  totally  unfair  to  rehabilitation  hospitals  that  rely  on  re- 
ferral hospitals  to  send  patients,  to  let  the  PPS  hospitals  suddenly 
have  control  of  the  payment  for  that  patient. 

As  I  said,  research  and  analysis  must  be  done  and  needs  to  be 
done.  I  would  be  glad  at  the  end  of  this  to  speak  to  any  questions 
you  might  have  for  me. 

[The  statement  of  Mr.  Scanga  follows:] 
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Statement  of  Randall  Scanga,  Senior  Vice  President  and  Chief 
Financial  Officer,  Harmarville  Rehabilitation  Center,  Inc. 
ON  Behalf  of  the  National  Association  of  Rehabilitation 
Facilities 

Mr.  Chairman: 

My  name  is  Randy  Scanga.  I  am  Chief  Financial  Officer  of 
Harmarville  Rehabilitation  Center  in  Pittsburgh,  PA.  I  am 
appearing  today  on  behalf  of  Harmarville  and  for  the  National 
Association  of  Rehabilitation  Facilities,  of  which  Harmarville  is 
a  long  time,  active  member.  My  hospital  has  been  providing  high 
quality  rehabilitation  services  for  36  years.  It  is  dedicated  to 
serving  all  patients  in  need  of  care.  Our  cases  include  spinal 
cord  injuries  and  diseases,  strokes,  amputations,  head  injuries, 
coma  stimulation,  chronic  pain,  Parkinson's  disease  and  a  variety 
of  other  disabling  conditions. 

I  appreciate  having  an  opportunity  to  testify  before  the 
Subcommittee  today.  My  time  is  brief  and  I  will  be  very  direct. 
I  will  address  two  points.  The  first  is  the  need  for  legislation 
to  provide  relief  from  the  great  damage  being  done  to  many 
rehabilitation  hospitals  and  units  by  the  rate  of  increase  limits 
imposed  under  the  Tax  Equity  and  Fiscal  Responsibility  Act  of  1982, 
commonly  known  as  TEFRA.  The  second  is  the  need  for  research  if 
there  is  to  be  an  alternate  payment  system  for  rehabilitation. 

I .     The  Need  to  Rebase  TEFRA  Limits. 

Our  hospital  is  experiencing  serious,  continuing  losses  on 
services  delivered  to  Medicare  patients  —  these  losses  have 
reached  levels  of  $500,000  per  year  and  are  expected  to  increase 
unless  there  is  legislative  relief.  When  the  Medicare  Prospective 
Payment  System  (PPS)  was  adopted  in  1983  we,  like  other  rehabili- 
tation hospitals  and  units,  were  excluded  and  continued  to  be 
reimbursed  by  Medicare  on  the  basis  of  reasonable  cost,  subject  to 
per-discharge  limits  under  TEFRA.  These  limits  are  based  on  our 
cost  per  discharge  in  1983  and,  in  theory,  are  adjusted  annually 
for  inflation.  But  the  annual  adjustments  since  1983  have  not  come 
close  to  the  rate  of  inflation.  This  is  because  for  several  years 
updates  were  linked  to  PPS.  Annual  adjustments  in  PPS  rates  were 
held  down  to  offset  "code"  creep  and  productivity  changes,  neither 
of  which  were  available  to  us.  HCFA  marketbaskets  showed  an 
aggregate  change  from  1983  to  1990  of  36.96%.  TEFRA  updates  over 
this  period  total  28.8%.  The  effect  of  these  low  updates  is 
critical  to  rehabilitation.  Over  50%  of  our  cases  at  Harmarville 
are  Medicare  patients,  which  is  typical  of  rehabilitation  hospitals 
and  units. 

Updates  for  rehabilitation  and  other  excluded  providers  have 
been  calculated  separately  from  PPS  for  the  last  two  years.  This 
could  continue.  Annual  updates  of  at  least  the  HCFA  marketbasket 
should  continue.  For  1991  ProPAC  has  recommended  an  update  of 
5.6%.     NARF  supports  this  recommendation. 

The  inadequacy  of  annual  adjustments  to  TEFRA  limits  is  only 
part  of  our  problem.  The  concept  of  per-discharge  limits  is 
founded  on  the  idea  that  cases  treated  are  pretty  much  the  same 
from  one  year  to  the  next.  That  is  decidedly  not  the  case  at 
Harmarville  and  most  other  rehabilitation  providers.  Since  the 
base  year  the  acuity  level  of  patients  admitted  at  our  hospital  has 
increased  markedly.  In  large  measure  this  is  because  of  the 
Medicare  PPS,  which  encourages  acute  care  hospitals  to  discharge 
patients  to  rehabilitation  sooner.  This  is  generally  good  for 
patients,  because  it  permits  earlier  initiation  of  rehabilitation, 
but  it  seriously  distorts  costs  relative  to  base  years.  The 
success  of  trauma  units  and  other  medical  advances  has  produced  an 
increased  survival  rate  for  critically  injured  patients.  As  a 
consequence  many  more  head  injury  and  spinal  cord  cases  are  being 
treated  in  rehabilitation  hospitals  than  was  the  case  in  earlier 
years,  including  most  TEFRA  base  years. 
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These  patients  require  more  nursing  care,  therapy  services, 
medical  supplies,  drugs  and  other  services.  Often  they  have  longer 
lengths  of  stay^  Over  this  period  HCFA  itself  has  adopted  require- 
ments for  increased  therapy  services.  However,  TEFRA  limits  do  not 
adjust  for  changes  in  acuity  or  case  mix  and  the  increased  cost  of 
care  that  accompany  them.  Longer  stays  and  higher-intensity 
services  spell  financial  disaster  for  hospitals  under  per-discharge 
TEFRA  limits. 

The  TEFRA  system  creates  serious  competitive  distortions.  New 
rehabilitation  hospitals  are  excluded  from  TEFRA  for  three  years 
and  can  establish  much  higher  per-discharge  costs  than  pioneer 
hospitals  like  Harmarville  that  have  been  in  the  system  for  a 
number  of  years.  With  or  without  intent,  the  Congress  and  HCFA 
have  created  a  system  that  encourages  the  development  of  new 
facilities  while  driving  out  older  established  ones.  This  is  not 
good  policy  and  contributes  to  higher  Medicare  cost. 

When  TEFRA  was  enacted  it  was  to  be  a  temporary  measure  to 
limit  cost  increases,  pending  the  enactment  of  PPS .  But  no  PPS  has 
been  developed  for  rehabilitation,  and  eight  years  later  we  are 
still  under  this  "temporary"  system.  The  present  system  is  better 
than  PPS  for  rehabilitation  hospitals  and  units,  and  we  do  not  seek 
to  change  our  exclusion.  However,  it  has  serious  defects  and 
should  be  modified. 

With  the  support  of  NARF,  three  members  of  this  subcommittee, 
including  Congressman  Coyne  who  represents  our  district,  have 
introduced  legislation,  H.R.  4262,  to  provide  relief  from  this 
intolerable  situation.  H.R.  4262  would  authorize  rehabilitation 
hospitals,  long-term  hospitals  and  rehabilitation  units  who  have 
costs  in  excess  of  their  TEFRA  limits  in  1988  to  elect  to  use  this 
year  as  a  new  base  period  for  computing  TEFRA  limits  in  1990  and 
later  years.  Enactment  of  this  bill  or  its  inclusion  in  omnibus 
legislation  would  correct  for  inadequate  updates  and  capture  in 
TEFRA  limits  the  costs  of  more  intense  levels  of  services.  Without 
it  or  something  like  it  the  current  TEFRA  limits  will  continue  to 
erode  the  programs  and  financial  position  of  many  established 
rehabilitation  providers. 

In  1988,  the  alternate  base  year  which  would  be  provided  by 
H.R.  4262,  at  least  34  rehabilitation  hospitals  and  32  long-term 
hospitals  lost  an  average  of  more  than  $500,000  on  Medicare 
services  because  of  TEFRA  limits.  NARF  is  currently  developing 
data  on  rehabilitation  units.  The  hospitals  and  units  that  were 
under  their  limits  in  1988  achieved  this  result,  in  most  cases,  by 
reducing  average  Medicare  length  of  stay  from  that  in  their  base 
years . 

For  my  hospital  and  others  similarly  situated,  I  urge  you  to 
adopt  this  rebasing  legislation.  While  it  is  admittedly  a  stopgap 
measure,  so  indeed  was  TEFRA.  It  will  alleviate  the  immediate 
damage  of  the  present  system  while  we  collectively  search  for 
something  better.  Attached  to  my  statement  is  a  point-by-point 
summary  as  to  why  this  legislation  is  needed.    I  commend  it  to  you. 

II .     The  Need  for  A  New  Payment  System  for  Rehabilitation. 

I  have  summarized  the  inadequacies  of  the  TEFRA  system.  The 
principal  ones  are  that  it  does  not  adjust  reimbursement  to  reflect 
change  in  case  mix,  whether  for  diagnoses  or  acuity,  and  it 
discriminates  inequitably  and  illogically  between  providers  of 
care.  Permitting  hospitals  and  units  to  rebase  using  1988  as  an 
alternate  base  year  will  certainly  help  the  situation,  but  it  is 
not  a  long  term  solution.  I  would  not  expect  the  changes  in 
patient  mix  of  the  last  few  years  to  continue  at  the  same  rate, 
since  acute  care  hospitals  have  adapted  to  the  Medicare  PPS,  but 
the  practice  of  medical  rehabilitation  and  the  fundamental  defects 
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in  the  TEFRA  system  will  continue  to  create  problems.  It  is  in  the 
interests  of  all  parties  to  move  to  a  more  rational  and  equitable 
payment  mechanism.  To  do  that  requires  actions  that  have  not  been 
undertaken  to  date. 

When  PPS  was  enacted,  both  NARF  and  HCFA  undertook  studies  to 
determine  if  diagnosis  alone  (DRGs)  could  be  used  as  the  basis  to 
predict  extent  (and  therefore  cost)  of  rehabilitation.  Both 
studies,  done  by  Coopers  and  Lybrand  for  NARF  and  the  RAND 
Corporation  for  HCFA,  concluded  that  it  could  not.  They  found  very 
clearly  that  a  DRG-based  system  is  not  adaptable  to  medical 
rehabilitation.  A  summary  of  NARF's  findings  is  also  attached. 
Following  that  finding  NARF  appointed  a  task  force  to  consider 
alternatives.  That  group  concluded,  as  did  RAND,  that  the  most 
likely  predictor  of  cost  for  rehabilitation  was  a  combination  of 
diagnosis,  a  patient's  functional  ability  on  admission  to 
rehabilitation  and  various  facility  characteristics.  NARF  proposed 
to  HHS/HCFA  that  research  on  the  role  of  functional  status  be 
undertaken  to  test  this  thesis.  To  date,  HCFA  has  not  elected  to 
undertake  such  research  or  any  other  to  build  a  basis  for  a  fair 
and  equitable  prospective  payment  system  for  rehabilitation. 

There  is,  I  believe,  acceptance  in  the  field  of  rehabilitation 
that  functional  status  coupled  with  diagnosis  and  facility 
characteristics  is  a  possible  basis  for  a  PPS  for  rehabilitation. 
The  current  exclusion  with  the  modification  that  can  be  made  by 
H.R.  4262,  for  example,  is  very  acceptable  to  most  rehabilitation 
providers.  However,  if  research  is  to  be  conducted  it  should  look 
at  the  concept.  In  the  face  of  clear  inadequacies  in  the  TEFRA 
system  and  the  absence  of  data  to  support  an  alternative,  arbitrary 
and  unsound  proposals  will  be  advanced  which  we  must  oppose.  Last 
fall  there  were  rumors  that  0MB  would  propose  "bundling"  rehabili- 
tation service  with  prior  stays  in  acute  care.  This  would  put 
responsibility  for  rehabilitation  in  the  hands  of  acute  care 
hospitals,  which  are  ill-suited  for  the  role  and  which  are  burdened 
by  an  inherent  conflict  of  interest.  Since  there  is  no  basis  for 
predicting  cost  of  treatment  through  a  PPS  for  rehabilitation, 
clearly  there  is  no  basis  for  computing  an  add-on  to  DRGs  for 
rehabilitation.  This  idea  is  completely  without  foundation,  but 
its  existence  illustrates  the  abrupt  and  arbitrary  actions  which 
might  be  taken  if  a  statistical  foundation  is  not  built  to  support 
an  alternate  payment  mechanism  for  rehabilitation. 

The  rehabilitation  community,  through  NARF,  is  prepared  to 
cooperate  with  HCFA  and  others  to  address  this  matter. 

Thank  you  for  your  attention  and  help. 
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REASONS  FOR  ENACTMENT  OF  H.R.  4262 


1.  TEFRA  per-discharge  limits,  enacted  in  1982,  were  to  be  a 
temporary,  interim  device  leading  to  some  form  of  prospective 
payment  for  rehabilitation. 

2.  There  is  no  prospective  payment  system  in  sight  and, 
because  Medicare  patients  comprise  approximately  50%  of  inpatient 
rehabilitation  revenues,  the  impact  of  TEFRA  is  particularly 
pronounced  for  rehabilitation  providers. 

3.  TEFRA  limits  do  not  adjust  for  change  in  case  mix  and/or 
more  acute  patients.  Many  patients  are  coming  to  rehabilitation 
facilities  sooner  because  of  the  pressure  of  DRGs  on  acute 
hospitals.  More  acute  patients  often  require  longer  stays  than  was 
the  case  in  the  base  year  and  also  more  intense  nursing  and 
therapies,  producing  higher  cost  per  day.  The  addition  of  more 
days  per  average  stay  and  higher  cost  per  day  are  pushing  per- 
discharge  costs  above  TEFRA  limits. 

4.  TEFRA  limits  place  strong  pressures  on  rehabilitation 
hospitals  and  units  to  cut  average  length  of  stay  as  a  means  of 
reducing  per-discharge  cost.  This  creates  a  not  too  subtle  bias 
against  taking  more  critical  cases  and  in  favor  of  premature 
discharge. 

5.  The  system  is  biased  in  favor  of  new  entrants  because  they 
have  more  recent  base  years.  New  facilities  may  build  into  their 
TEFRA  base  year  more  current  salary  scales  for  personnel  and  other 
costs.  Because  of  this  factor  and  historic  chance,  hospitals  in 
the  same  service  area  may  have  widely  differing  TEFRA  limits.  This 
is  highly  inequitable. 

6.  Data  from  HCFA,  ProPAC  and  NARF  surveys  indicate  that 
perhaps  as  many  a  65%  of  excluded  rehabilitation  facilities  are 
over  their  TEFRA  limits.  Continuation  of  this  ttend  will  have  dire 
consequences  for  the  quality  and  availability  of  rehabilitation 
care  for  Medicare  patients. 

7.  Rehabilitation  hospitals  and  units  have  examined  these 
issues  through  NARF  and  developed  a  legislative  remedy  which,  if 
not  a  permanent  solution,  will  ameliorate  the  immediate  problem.  It 
will  permit  hospitals  and  units  to  elect  to  use  a  more  current 
year,  1988,  for  calculation  of  TEFRA  limits.  Since  the  new  base 
year  will  be  one  for  which  costs  are  already  known,  there  will  be 
no  potential  for  gaming.  It  may  be  assumed  that  hospitals  that 
incurred  costs  knowing  that  they  would  not  be  reimbursed  would  do 
so  only  if  those  costs  were  essential. 
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Mr.  Cardin.  Thank  you. 
Mr.  Raine. 

STATEMENT  OF  FREDERICK  RAINE,  PRESIDENT-ELECT,  NATION- 
AL ASSOCIATION  OF  PRIVATE  PSYCHIATRIC  HOSPITALS,  AND 
ADMINISTRATOR,  THE  NEW  YORK  HOSPITAL-CORNELL  MEDI- 
CAL CENTER,  WHITE  PLAINS,  N.Y. 

Mr.  Raine.  Thank  you,  Mr.  Chairman. 

My  name  is  Fred  Raine.  I  am  the  administrator  of  the  New  York 
Hospital-Cornell  Medical  Center  in  White  Plains,  N.Y.,  a  nonprofit 
voluntary  hospital.  The  Westchester  division  is  the  psychiatric  divi- 
sion of  the  New  York  Hospital. 

I  am  also  president-elect  of  the  National  Association  of  Private 
Psychiatric  Hospitals,  which  represents  324  nongovernmental,  pri- 
vate psychiatric  hospitals  nationwide.  On  behalf  of  the  NAPPH,  I 
want  to  thank  you  for  this  opportunity  to  testify  today. 

As  has  been  mentioned,  psychiatric  hospitals  were  excluded  from 
PPS  and  remain  under  the  TEFRA  system.  Our  hospitals  were  ex- 
empted from  the  DRG  payment  system  because  the  data  suggested 
that  DRG's  and  other  payment  methods  failed  to  adequately  ex- 
plain— legitimate  variations  among  providers  and  treatment  needs 
of  patients  based  solely  on  diagnosis  and  consequently  fail  to  pre- 
dict costs. 

Our  study  as  will  other  studies  show  this  to  be  true.  The  TEFRA 
system  is  presently  the  best  system  available  to  equitably  reim- 
burse psychiatric  hospitals  for  the  services  they  provide. 

The  TEFRA  payment  system,  based  on  per-case  limits  estab- 
lished at  the  beginning  of  each  hospital's  fiscal  year,  is  a  payment 
system  that  contains  economic  incentives  for  hospitals  to  keep 
their  costs  below  their  target  rates. 

From  a  strict  cost-control  perspective,  reimbursement  to  ex- 
cluded facilities  is  subject  to  rigid  controls  which  are  favorable  to 
the  Government  because  Medicare  gets  to  keep  a  portion  of  the  dif- 
ference between  a  hospital's  actual  costs  and  their  TEFRA  limit, 
but  does  not  share  in  any  of  the  hospital  losses.  Even  under  the 
New  York  State  reimbursement  system,  which  many  consider  to  be 
one  of  the  more  draconian,  the  system  allows  hospitals  to  keep  the 
variable  portion  of  their  costs  if  their  cost  exceeds  the  target  rate. 
That  is  not  the  case  in  the  TEFRA  system. 

In  spite  of  these  shortcomings,  NAPPH  still  feels  the  TEFRA 
system  is  fair  to  most  providers  and  includes  an  adequate  appeals 
mechanism  to  make  necessary  adjustments  if  we  can  prevail  on  the 
Secretary  of  HHS  to  carry  out  what  we  understand  to  be  the  legis- 
lative intent  of  the  appeals  procedure.  Let  me  expand  on  this  point. 

We  believe  that  presently,  the  most  pressing  issue  for  TEFRA 
hospitals  is  the  implementation  of  the  rebasing  authority  included 
in  the  1989  Budget  Reconciliation  Act. 

The  TEFRA  payment  system  has  an  appeal  process  by  which  an 
individual  hospital  can  request  an  adjustment  in  its  TEFRA  limit  if 
the  hospital  has  experienced  cost  increases  due  to  the  establish- 
ment of  new  programs,  changes  in  case  mix,  changes  in  programs, 
or  extraordinary  circumstances. 
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Last  year,  the  Congress  passed,  as  part  of  the  1989  budget  recon- 
ciHation  bill,  a  provision  which  amended  the  target  rate  adjust- 
ment authority  to  allow  the  Secretary  of  HHS  to  assign  a  new  base 
period  to  hospitals  if  their  current  costs  were  more  * 'representa- 
tive" of  the  "reasonable"  and  ''necessary"  cost  of  delivering  inpa- 
tient services  than  their  base  year  period. 

It  is  our  understanding  that  Congress  enacted  this  provision  not 
only  to  broaden  the  exception  and  adjustment  process  but  also  to 
create  a  new  method  of  determining  a  revised  TEFRA  limit  for  ex- 
cluded hospitals. 

However,  the  Health  Care  Financing  Administration,  in  its  pro- 
posed April  20,  1990  rule  implementing  this  provision,  does  not  in- 
terpret the  provision  in  this  manner.  The  proposed  rule  states  that 
the  rebasing  provision  will  be  only  used  as  a  "last  resort,"  with 
"limited  use,"  and  after  "other  remedies  are  insufficient." 

HCFA's  interpretation  would  restrict  a  hospital's  ability  to  suc- 
cessfully appeal  their  base  year  and  NAPPH  believes  that  HCFA's 
interpretation  is  not  consistent  with  the  congressional  intent. 

The  current  exception  and  adjustment  system  only  addresses  the 
cost  increases  directly  related  to  the  change  in  service  or  the  specif- 
ic activity  that  has  changed  from  the  base  year.  Our  understanding 
of  congressional  intent  is  that  the  rebasing  provision  should  be 
used  when  substantial  and  permanent  cost  increases  have  impacted 
the  total  operations  of  the  hospital. 

HCFA  has  stated  that  they  would  give  unfavorable  attention  to 
indirect  patient  costs  such  as  administrative  and  general,  and  oper- 
ation of  plant,  and  not  include  such  costs  in  their  rebasing  calcula- 
tions. 

However,  we  would  argue  that  it  was  congressional  intent  for  the 
rebasing  to  include  all  reasonable  and  necessary  costs  associated 
with  providing  inpatient  services,  including  the  indirect  costs. 

The  new  rebasing  authority  is  supposed  to  allow  a  hospital  to  re- 
quest rebasing  if  the  newer  base  period  is  more  representative  of 
the  reasonable  and  necessary  costs  of  its  inpatient  services. 

Many  of  the  costs,  such  as  wages  and  benefits,  are  not  adequately 
reflected  in  the  market  basket  increases  due  to  the  fact  that  the 
market  basket  is  an  average  national  figure  and  does  not  accurate- 
ly predict  the  competitive  costs  in  a  specific  region. 

We  must  remember  that  the  national  trend  factor  has  not  kept 
pace  with  the  true  costs  of  inflation.  Such  costs  as  wages  and  bene- 
fits are  more  sensitive  to  regional  as  opposed  to  national  differ- 
ences, and  that  is  why  NAPPH  believes  that  a  hospital-specific  ap- 
peals process,  administered  in  accordance  with  Congressional 
intent,  will  be  in  the  best  interest  of  the  TEFRA  hospitals  and  gov- 
ernment. 

We  would  ask  you,  Mr.  Chairman  and  other  members  at  the  sub- 
committee, to  let  HCFA  know  that  its  current  interpretation  of  the 
rebasing  provision  is  not  satisfactory.  If  this  rebasing  provision  is 
going  to  have  any  real  impact  in  providing  hospitals  with  relief 
from  rising  costs  that  are  not  within  the  control  of  hospital  manag- 
ers, it  must  be  implemented  in  a  way  that  is  much  broader  than 
currently  contemplated  in  the  proposed  HCFA  rules. 

I  want  to  thank  you  for  giving  us  this  opportunity  to  testify 
before  the  subcommittee  today,  and  we  at  NAPPH  look  forward  to 
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continuing  to  work  with  the  subcommittee  in  the  future.  I  would  be 
pleased  to  answer  any  questions  you  may  have  at  this  time. 

Mr.  Cardin.  Thank  you. 

[The  statement  of  Mr.  Raine  follows:] 
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Mr.  Chairman  and  members  of  the  Subcommittee,  my  name  is 
Fred  Raine;  I  am  the  Administrator  of  The  New  York 
Hospital-Cornell  Medical  Center  in  White  Plains,  New  York  --  a 
non-profit  voluntary  hospital.     I  am  also  the  President-elect 
of  the  National  Association  of  Private  Psychiatric  Hospitals, 
which  represents  324  non-governmental,  private  psychiatric 
hospitals  nationwide.     On  behalf  of  the  NAPPH,  I  want  to  thank 
you  for  this  opportunity  to  testify  before  the  Ways  and  Means' 
Health  Subcommittee  on  issues  related  to  PPS-exempt  specialty 
psychiatric  hospitals,  which  are  reimbursed  by  Medicare  under 
the  "TEFRA  system". 

Background  on  PPS-Exempt  Hospitals 

Mr.  Chairman,  in  1982  the  Tax  Equity  and  Fiscal 
Responsibility  Act  ( P. L. 97-248)  was  enacted,  which  established 
per  case  limits  on  total  operating  costs  for  all  hospitals  for 
Medicare  reimbursement  purposes.    This  system  was  initially 
applicable  to  all  Medicare-certified  hospitals  and  was  viewed 
at  the  time  as  a  temporary  measure  to  control  payments  to 
hospitals,  while  a  more  appropriate  long  term  solution  was 
developed.     With  the  passage  of  the  Social  Security  Amendments 
of  1983,  the  DRG  system  was  established  for  most  of  the 
Medicare-certified  hospitals.     However,  psychiatric  hospitals 
and  general  hospital  psychiatric  units,  rehabilitation 
hospitals  and  general  hospital  rehabilitation  units, 
children's  hospitals,  and  long-term  care  hospitals  were 
excluded  and  remained  under  the  TEFRA  system.  Psychiatric 
hospitals  were  exempted  from  the  DRG  payment  system  because 
the  data  suggested  that  DRGs  and  other  payment  methods  failed 
to  adequately  explain  legitimate  variations  among  providers 
and  treatment  needs  of  patients  based  solely  on  diagnosis,  and 
consequently,  fail  to  accurately  predict  costs.     Therefore,  a 
DRG  system  for  psychiatric  patients  would  provide  large 
financial  "winners"  and  "losers".     This  view  was  reiterated  in 
a  1987  Department  of  Health  and  Human  services  report  to 
Congress  on  PPS-exempt  facilities.     In  addition,  there  have 
been  several  other  studies  that  have  reached  the  conclusion 
that  DRGs  are  not  an  appropriate  basis  for  psychiatric 
speciality  hospital  reimbursement. 

There  continues  to  be  a  lack  of  consensus  in  the  research 
community  regarding  a  more  suitable  alternative  payment  system 
for  psychiatric  hospitals  that  is  more  appropriate  than  the 
current  TEFRA  system. 

The  TEFRA  Payment  System 

The  TEFRA  payment  system  establishes  per  case  reimbursement 
limits  for  individual  hospitals  based  on  hospital-specific 
costs.     These  reimbursement  limits  represent  total  operating 
costs  per  discharge,  including  routine  and  ancillary 
services.     To  arrive  at  the  target  rate  per  discharge,  the 
total  amount  of  funds  a  hospital  was  paid  by  the  Medicare 
program  for  operations  in  1982  was  divided  by  the  number  of 
Medicare  patient  discharges  for  that  year,  which  resulted  in 
the  target  rate  per  discharge.     The  target  rate  per  discharge 
is  increased  each  year  by  an  inflationary  amount,  which  is  set 
by  the  Secretary  of  Health  and  Human  Services  and  Congress. 
This  update  factor  is  based  on  the  hospital  market-basket  and 
other  relevant  factors.     Unfortunately,  these  annual  updates 
have  not  kept  pace  with  inflation.     I  will  discuss  the  impact 
these  lower  than  inflationary  increases  have  had  on  the 
operations  of  private  psychiatric  hospitals  later  in  my 
testimony. 

The  TEFRA  payment  system,  based  on  per-case  limits, 
established  at  the  beginning  of  each  hospital's  fiscal  year, 
is  a  type  of  prospective  payment  system  that  contains  economic 
incentives  similar  to  those  of  PPS.     From  a  strict 
cost-control  perspective,  reimbursement  to  excluded  facilities 
is  subject  to  rigid  controls  which  work  in  favor  of  the 
government,  is  fair  to  most  providers  and  assures  access  to 
quality  care  for  the  recipient. 
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In  sijininary,  the  major  features  of  the  TEFRA  payment  system 
are: 

*  It  is  hospital  specific. 

*  It  is  based  on  total  inpatient  operating  costs. 

*  It  includes  special  care  and  ancillary  services 
within  the  target  rate. 

*  It  advises  a  hospital  of  its  target  amount  in 
advance . 

*  It  provides  for  an  incentive  payment  to  hospitals 
that  achieved  operating  costs  less  than  their 
target  amount.     The  incentive  payment  would  be  the 
lesser  of  one-half  the  difference  between  actual 
and  target  costs  per  discharge  or  five  percent  of 
the  target  amount. 

*  The  government  shares  in  the  savings  that  accrue 
to  a  hospital  if  actual  costs  are  below  the 
hospital's  target  rate. 

*  It  provides  for  an  appeals  process. 

Impact  of  the  TEFRA  Payment  System  on  Private  Psychiatric 
Hospitals 

There  are  studies  underway  by  ProPAC  and  the  Department  of 
Health  and  Human  Services  which  will  analyze  the  impact  of  the 
TEFRA  payment  system  on  excluded  hospitals.     It  is  our 
understanding  that  the  final  analyses  and  recommendations  from 
those  studies  will  not  be  available  until  late  this  year  or 
early  next  year.     However,  some  of  the  preliminary  findings 
seem  to  indicate  that  in  1987  as  much  as  60%  of  the 
psychiatric  hospitals,  general  hospital  psychiatric  units  and 
state  hospitals  combined  exceeded  their  TEFRA  target  limit. 
Our  data  suggest  that  only  35%  of  our  Medicare-certified 
member  speciality  hospitals  exceeded  their  TEFRA  limit  in 
1988.     Although  this  figure  is  less  than  the  overall  inpatient 
psychiatric  rate  many  private  psychiatric  hospitals  are  having 
serious  financial  problems  due  to  inadequate  Medicare 
payments.     Therefore,  it  is  evident  that  many  TEFRA  hospitals 
are  not  receiving  sufficient  Medicare  payments  to  cover  their 
reasonable  and  necessary  costs. 

It  is  clear,  however,  that  a  common  problem  among  all 
private  psychiatric  hospitals  has  been  the  inadequate  update 
factors  that  have  been  provided  over  the  years.     The  TEFRA 
payment  system  was  established  with  the  idea  that  the  per  case 
limits  would  be  adjusted  each  year  for  inflation.     As  you  know 
this  did  not  occur.     In  the  period  between  1986-1989  the 
cumulative  update  for  PPS-exempt  hospitals  was  just  under  10 
percent,  which  averages  less  than  2.5%  per  year.     However,  the 
market  basket  increase  during  that  period  was  just  over  18%. 
These  increases  clearly  did  not  keep  pace  with  the  cost  of 
purchasing  goods  and  services  by  hospitals  over  that  time 
period.     These  inadequate  updates  have  had  a  more  severe 
impact  on  PPS-exempt  hospitals  than  DRG  paid  facilities 
because  the  update  factor  is  the  only  adjustment  in  payments 
for  a  psychiatric  hospital .     The  TEFRA  payment  system  does  not 
allow  for  case-mix  adjustments,  among  other  factors,  and 
therefore,  these  hospitals  have  had  to  totally  rely  on  the 
annual  update  factor  to  keep  pace  with  rising  costs. 

We  believe  that  rather  than  trying  to  mandate  revisions  in 
the  TEFRA  payment  system,  it  makes  more  sense  to  improve  the 
effectiveness  of  the  current  system. 

The  Exception  and  Adjustment  Process  Under  TEFRA 

The  TEFRA  payment  system  has  an  appeal  process  by  which  an 
individual  hospital  can  request  an  adjustment  in  its  TEFRA 
limit  if  the  hospital  has  experienced  cost  increases  due  to 
the  establishment  of  new  programs,  changes  in  case-mix, 
changes  in  programs,  or  extraordinary  circumstances.  This 
appeal  mechanism  has  been  useful  to  some  hospitals,  but  a 
major  problem  has  been  the  long  time  delay  in  the  processing  of 
appeals,  and  lack  of  clarity  in  the  instructions  on  how  to 
file  such  requests.     Last  year  the  Congress  passed,  as  part  of 
the  1989  Budget  Reconciliation  bill,  a  provision  to  streamline 
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the  current  adjustment  process.     V/e  sincerely  appreciate  the 
Subcommittee's  support  on  this  matter.     These  instructions  are 
scheduled  to  be  published  in  mid- June,  as  required  by 
Congress^  and  we  look  forward  to  reviewing  them  at  that  time. 

More  importantly,  as  part  of  the  TEFRA  adjustment 
provision.  Congress  also  went  a  step  further  and  amended  the 
target  rate  adjustment  authority  to  allow  the  Secretary  of  HHS 
to  assign  a  new  base  period  to  hospitals  if  their  current 
costs  were  more  "representative"  of  the  "reasonable"  and 
"necessary"  cost  of  delivering  inpatient  services  than  their 
base  year  period.     This  hospital  specific  approach  was 
expected  to  assure  that  only  justifiable  cost  increases  would 
be  the  basis  for  the  assignment  of  a  new  base  year  rather  than 
legislating  a  TEFRA  system-wide  rebasing  plan,  which  could 
reward  hospitals  whose  costs  had  increased  due  to  hospital 
inefficiencies . 

It  is  our  understanding  that  Congress  enacted  this 
provision  not  only  to  broaden  the  exception  and  adjustment 
process  but  also  to  create  a  new  method  of  determining  a 
revised  TEFRA  limit  for  excluded  hospitals.     Further,  it  was 
our  understanding  that,  although  the  rebasing  provision  was 
included  in  Section  1886(b)   (4)   (a),  which  authorizes  the 
Secretary  to  grant  exemptions,  exception  and  adjustments,  it 
is  clearly  a  separate  mechanism  to  be  used  in  cases  in  which 
rebasing  is  the  most  appropriate  remedy.     Unfortunately,  the 
Health  Care  Financing  Administration  in  its  proposed  April  20, 
1990  rule  implementing  this  provision  does  not  interpret  the 
provision  in  this  manner.     The  proposed  rule  states  that  the 
rebasing  provision  will  be  only  used  as  a  "last  resort",  with 
"limited  use",  and  after  "other  remedies  are  insufficient." 
This  misinterpretation  must  not  be  allowed  to  stand  as 
Congressional  intent. 

The  current  exception  and  adjustment  regulations  already 
provide  for  remedies  in  specific  situations.    The  rebasing 
provision  is  aimed  at  remedying  a  separate  and  different 
problem.     The  current  exception  and  adjustment  system  only 
addresses  the  cost  increases  directly  related  to  the  change  in 
service  or  the  specific  activity  that  has  changed  from  the 
base  year.     Our  understanding  of  congressional  intent  is  that 
the  rebasing  provision  should  be  used  when  substantial  and 
permanent  cost  increases  have  impacted  the  total  operations  of 
the  hospital.     These  cost  increases  would  not  necessarily  be 
traceable  to  a  specific  activity  in  the  hospital,  such  as  a 
new  program,  which  is  the  present  criteria  for  an  adjustment 
request.     Rather,  the  cost  increases  experienced  by  the 
hospital  may  be  caused  by  a  number  of  factors.    Many  of  these 
costs,  such  as  wages  and  benefits,  are  not  adequately 
reflected  in  the  market-basket  increases  due  to  the  fact  that 
the  market-basket  is  a  national  figure  and  does  not  accurately 
predict  the  competitive  costs  in  a  local  community.     Also,  the 
the  market-basket,  as  developed  by  HCFA,  is  generally  below 
the  true  costs  of  goods  and  services  purchased  by  hospitals. 
Finally,  the  TEFRA  payment  system  is  based  on 

hospital-specific  costs,  therefore,  changes  in  costs  should  be 
viewed  in  the  context  of  the  local  area  in  which  the  hospital 
operate. 

It  is  our  view  that  the  HCFA  rules  on  rebasing  should  allow 
for  the  assignment  of  a  new  base  period  if  it  is  determined 
that  a  hospital's  current  costs  are  more  representative  of 
reasonable  and  necessary  costs  of  delivering  inpatient  care 
than  the  hospital's  base  year  costs.    Moreover,  the  same  cost 
centers  that  were  used  in  calculating  the  base  year  TEFRA 
target  rates  should  be  taken  into  consideration  in  assigning  a 
new  base  period,  including  all  reasonable  and  necessary 
administrative  costs.     The  hospital  would  still  be 
responsible  for  requesting  the  new  base  period,  would  need  to 
document  that  the  changes  from  the  present  base  year  are 
justifiable  and  permanent  and  would  need  to  document  that  the 
hospital  has  exceeded  its  target  amount. 
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If  the  implementation  of  the  rebasing  provision  is  done  in 
a  fair  and  consistent  manner,  as  we  understand  Congress 
intended,  it  should  not  substantially  increase  Medicare 
expenditures.     It  certainly  will  not  cost  nearly  as  much  as  it 
would  if  an  across-the-board  rebasing  plan  with  a 
hold-harmless  clause  was  enacted. 

We  would  ask  you,  Mr.  Chairman  and  other  members  at  the 
Subcommittee,  to  let  HCFA  know  that  its  current  interpretation 
of  the  rebasing  provision  is  not  satisfactory.     If  this 
rebasing  provision  is  going  to  have  any  real  impact  in 
providing  hospitals  with  relief  from  rising  costs  that  are  not 
within  the  control  of  hospital  managers,  it  must  be 
implemented  in  a  way  that  is  much  broader  than  currently 
contemplated  in  the  proposed  HCFA  rules. 

Conclusion 

NAPPH  supports  the  TEFRA  payment  system  and  would  recommend 
that  no  legislative  changes  be  made  until  all  of  the  ongoing 
studies  are  completed  and  analyzed.     The  major  reason  we  are 
not  calling  for  some  type  of  system-wide  rebasing  is  that  we 
believe  Congress  put  in  place  last  year  a  mechanism  that  was 
intended  to  address  this  issue  on  a  hospital  by  hospital 
basis.     We  believe  that  this  type  of  approach  provides  more 
flexibility  to  the  individual  provider  than  a  one-time 
legislative  directive.     However,  if  this  system  cannot  be  made 
to  work  effectively,  the  only  option  available  would  then  be 
across-the-board  rebasing.     We  ask  for  your  support  in  our 
effort  to  make  the  new  rebasing  authority  responsive  to  the 
changing  needs  of  PPS-exempt  hospitals. 

Thank  you  for  giving  us  this  opportunity  to  testify  before 
the  Subcommittee  today  and  we  look  forward  to  continuing  to 
work  with  the  Subcommittee  in  the  future.     I  would  be  pleased 
to  answer  any  questions  you  have  at  this  time. 
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Mr.  Cardin.  Mr.  Deane. 

STATEMENT  OF  DR.  ROBERT  T.  DEANE,  PH.D.,  CHIEF  ECONOMIST, 
AMERICAN  HEALTH  CARE  ASSOCIATION 

Mr.  Deane.  I  am  Bob  Deane,  chief  economist  of  the  American 
Health  Care  Association.  I  am  happy  to  be  here  on  behalf  of  the 
10,000  for-profit  and  nonprofit  providers  we  represent  and  the  over 
1  million  beds  that  they  provide.  Medicare  has  changed  dramatical- 
ly since  1987.  At  that  time,  Medicare  SNF  days  were  less  than  1 
percent  of  total  patient  days.  Since  that  time.  Medicare  SNF  days 
has  grown  four  or  five  times. 

This  growth  occurred  because  of  the  clarification  of  eligibility 
standards  in  1988  by  HCFA,  and  the  Catastrophic  Coverage  Act 
that  took  effect  in  1989,  which  has  since  been  appealed.  But  as  a 
result,  Medicare  is  much  more  important  to  us  now  than  it  was 
then.  Therefore,  we  are  more  concerned  about  the  SNF  Medicare 
payment  system,  which  we  view  as  a  cost  passthrough  system. 

Dr.  Wilensky  referred  to  it  as  a  cost-based  payment  system.  I 
think  that  is  a  misuse  of  the  term.  Most  systems  have  to  be  cost- 
based  because  you  eventually  have  to  calibrate  the  system  with 
costs.  Therefore,  we  like  to  use  the  term  cost  passthrough  for  the 
Medicare  system. 

Under  a  passthrough  system,  if  you  incur  the  cost,  it  is  paid  sub- 
ject to  some  limits.  We  view  this  as  somewhat  inefficient.  It  also 
suffers  continually  from  delays  in  setting  the  payment  limits,  and 
has  been  causing  serious  access  problems  due  to  a  number  of 
things. 

It  is  hard  to  trace  costs.  The  unattractiveness  of  investment  in 
SNF  Medicare  is  largely  due  to  the  continuing  threats  to  equity 
payments  and  because  the  Deficit  Reduction  Act  of  1984  forbids  re- 
basing  of  assets  upon  change  of  ownership.  And,  the  current  81- 
page  cost  report  is  a  deterrent  to  Medicare  participation  by  provid- 
ers in  the  industry. 

AHCA  has  taken  the  position  since  the  early  eighties  that  the 
Medicare  payment  system  should  be  prospective.  Further,  we  put 
forth  a  fairly  detailed  proposal  in  1985.  Since  then,  we  have  added 
more  details  as  we  have  learned  more,  particularly  in  view  of  the 
development  of  a  patient  classification  system  for  Medicare  skilled 
nursing  facilities  by  HCFA.  They  refer  to  it  as  RUG-18  or  the  Re- 
source Utilization  Group  for  title  18,  which  can  make  use  of  the 
universal  resident  assessment  form,  called  the  MDS,  which  is  now 
required  by  the  Nursing  Home  Reform  Act  of  1987. 

Our  reimbursement  proposal  has  basically  three  components  to 
it.  One  is  a  preadmission  authorization  system  now  being  demon- 
strated by  HCFA  in  Tennessee  and  Indiana.  It  is  my  understanding 
that  it  is  working  out  quite  well.  A  formal  report  won't  be  deliv- 
ered for  some  time,  however. 

The  second  component  is  the  maintenance  of  the  ability  for  pro- 
viders to  be  able  to  trace  those  costs  which  are  necessary  to  provide 
the  service  to  Medicare  patients.  The  third  component  is  a  two-part 
prospective  reimbursement  system.  The  first  part  is  to  retain  the 
current  below-threshold  prospective  flat  rate.  If  you  are  a  provider 
that  provided  less  than  1,500  annual  Medicare  patient-days  last 
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year,  you  are  eligible  for  this  flat  rate  payment  system.  The  only 
concern  we  have  with  this  first  part  is  that  the  threshold  should  be 
raised  from  1,500  patient-days  to  around  2,500  patient-days. 

The  second  part  is  to  employ  for  all  other  providers  a  state-of- 
the-art,  balanced  design,  prospective  payment  system.  This  prospec- 
tive payment  system  has  several  components  of  its  own  and  we  be- 
lieve that  there  are  basically  four  goals  that  it  ought  to  serve:  One 
is  cost  containment,  two  is  access,  three  is  quality  care,  and  four  is 
the  maintenance  of  adequate  capital  formation. 

We  believe  that  a  system  designed  along  the  following  lines  will 
achieve  those  four  goals  simultaneously. 

First,  a  case-mix  reimbursement  system  for  nursing  costs  will 
promote  access  to  care  and  promote  quality  care.  Second,  for  non- 
nursing  operating  costs,  provide  efficiency  incentives  in  order  to 
stimulate  cost  containment.  Last,  a  fair  market  rental  system  on 
property  costs  will  maintain  an  adequate  physical  plant  and  ade- 
quate capital  formation. 

In  closing,  I  would  like  to  say  that  we  believe  that  the  time  is 
now.  We  have  waited  a  long  time.  We  have  been  pushing  prospec- 
tive reimbursement  for  some  time  and,  with  the  developments  that 
have  taken  place  recently,  we  think  by  fiscal  year  1992  that  some- 
thing ought  to  be  in  place. 

I  thank  you  for  your  time. 

Mr.  Cardin.  Thank  you. 

[The  statement  of  Mr.  Deane  follows:] 
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STATEMENT  OF  ROBERT  T.  DEANE,  PH.D., 
AMERICAN  HEALTH  CARE  ASSOCIATION 


Chairman  Stark,  members  of   the  committee,   I  am  Robert 
Deane,   chief  economist  for  the  American  Health  Care  Association 
(AHCA) .     AHCA  is  a  non-profit  federation  of  fifty  state 
affiliates  which  represents  approximately  10,000  individual 
nursing  facilities  who  provide  care  to  more  than  1,000,000 
Americans.     I  appreciate  this  opportunity  to  offer  our 
Association's  thoughts  on  the  development  and  implementation  of  a 
prospective  payment  system  for  the  Medicare  skilled  nursing  care 
benef  i  t . 

For  many  years  now,   virtually  everyone  has  recognized  that 
the  skilled  nursing  facility    (SNF)   Medicare  payment   system  (a 
retrospective  cost  pass-through  design  subject  to  selected 
limitations)  has  had  serious  shortcomings.     While  some  providers 
have  benefited  from  the  current  design;   other  providers,  the 
taxpayers,   and  most  importantly,    the  patient,   have  not  been 
totally  satisfied  with  this  system.     The  trend  toward  more  needy 
patients,   rising  occupancy  levels  in  nursing  homes,    the  average 
cost  concept  that   is   implicit   in  Medicare  reimbursement,   and  the 
administrative  burdens  imposed  upon  Medicare  participants  serve 
to  create  access  problems  for  SNF  Medicare  patients  in  general, 
and  access  problems  for  the  heavier  care  SNF  Medicare  patients  in 
particular.     This  situation  frustrates  the  efforts  of  hospitals 
to  respond  to  the  PPS  through  existing  freestanding  SNFs  and 
encourages  them  to  enter  the  SNF  industry  on  their  own. 

Just  a  few  short  years  ago,    the  AHCA  put  forward  a 
comprehensive  plan  to  revise  the  SNF  Medicare  payment  system  to 
provide  for  a  prospective  reimbursement  system  to  SNFs  providing 
less  than  a  specified  number  of  Medicare  patient  days  annually. 
The  AHCA  had  proposed  a  threshold  of  2,50  0  annual  patient  days; 
and  still  believes  this  to  be  an  appropriate  figure.     However,  at 
that  time.   Congress  adopted  a  threshold  of  1,500  annual  patient 
days.     As  part  of   its  efforts  to  reduce  the  administrative  burden 
of  providing  SNF  care,    the  AHCA  had  simultaneously  proposed  to 
the  Health  Care  Financing  Administration  a  reduction  of  the 
associated  cost  reports  from  81  to  12  pages.     Another  component 
of  AHCA's  SNF  reform  proposals  which  was  adopted  by  Congress  was 
the  implementation  of  a  demonstration  project  currently  being 
undertaken  among  nursing  homes  in  Indiana  and  Tennessee  to 
evaluate  the  benefits  of  incorporating  a  preadmission 
authorization  policy  for  the  SNF  benefit  under  Medicare. 
Preliminary  findings  support  the  adoption  of  such  a  preadmission 
authorization  policy  for  the  SNF  benefit. 

The  proposed  model   for  implementing  a  PPS  for  SNFs  outlined 
below  reflect  the  latest  effort  developed  by  AHCA.     AHCA  has  long 
supported  the  concept  of  PPS  for  SNFs,   however,  no  one  payment 
modeij.  universally  applies  equitably  to  all  situations.     The  two 
factors  most  relevant  to  consider  in  developing  any  payment 
system  are  length  of  stay  and  acuity  level.     The  model  set-forth 
in  this  testimony  was  developed  in  the  context  of  a  long-term 
care  proposal  introduced  in  the  100th  Congress  by  Senator  George 
Mitchell    (D-ME) ,   S.2305.     The  major  tenant  of  this  proposal  was 
that  it  provided  federal  financing  of  long-term  care  services  two 
years  after  an  individual  becomes  eligible  for  such  services. 
Subsequently,   AHCA's  proposal   is  geared  towards  developing  a  PPS 
for  individuals  who  are  expected  to  be  long-term  residents  of 
SNFs. 


In  the  meantime  however,    for  nursing  homes  which  have  a 
more  than  casual   level  of  participation  in  the  Medicare  program, 
the  unnecessarily  burdensome  Medicare  cost  report,  the 
uncertainty  of  reimbursement  introduced  by  retrospective 
intermediary  eligibility  decision,   and  a  variety  of  other 
administrative  burdens  combine  to  produce  a  situation  where  the 
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bulk  of  Medicare  SNF  days  are  provided  by  those  who  either 
specialize  in  Medicare  SNF  care  or  those  for  whom  Medicare  SNF 
days  are  at  least  a  significant  portion  of   total  capacity.  Due 
to  the  multitude  of  administrative  uncertainties  and  other 
factors  discouraging  providers  from  participating  in  the  Medicare 
SNF  program,  participation  at  a  moderate  level  is  rare. 

The  net  result  of   these  factors  is  that  SNF  access  problems 
will  continue  to  frustrate  hospital's  PPS  unless  and  until  the 
Medicare  SNF  reimbursement  system  is  altered  to  pay  for  the 
actual  cost  of  care  with  some  degree  of  certainty,   and  provide  a 
return  that  is  competitive  so  that  long-run  capital  formation  can 
be  expected,  and  until  the  administrative  barriers  to  more 
widespread  provider  participation  are  either  reduced  or  removed. 
These  administrative  barriers  include  stringent  certification 
requirements,   delays  in  eligibility  determination,   and  variation 
in  coverage  criteria  interpretation  by  intermediaries.  While 
these  administrative  burdens  must  be,   and  are  being  addressed, 
the  focus  of   this  testimony  is  on  reimbursement  and 
reimbursement-related  topics  associated  with  the  SNF  Medicare 
program. 

Medicare  reimbursements  must  cover  the  costs  of  nursing 
facility  care  by  recognizing  individual  patient  needs,   and  must 
provide  a  equitable  return  on  the  fair  value  of  assets  so  that 
SNFs  can  compete  for  the  necessary  capital  to  meet  future  bed 
needs.     Such  a  design  should  include  a  number  of  features  not 
present  in  the  current  system.     For  example.   Table  1  shows  a 
system  in  which: 

0  patient-related  costs  should  be  reimbursed  by  a 

patient-based  prospective  pricing  system  similar 
either  to  that  currently  being  used  by  Minnesota's 
Medicaid  program  or  that  in  place  in  Maryland  since 
19  83  ; 

0  consideration  should  be  given  to  separate,   per  unit 

payment  for  selected  special  services  and  therapies 
outside  of   the  patient-based  component; 

0  capital  payments  should  be  based  on  a  fair  value 

rental  approach  in  order  to  recognize  the  true 
economic  costs  of  capital  services   (as  opposed  to 
accounting  costs) ; 

0  non-patient  related  costs  should  be  reimbursed 

prospectively  on  a  facility-specific  basis  subject 
to  a  ceiling  with  incentive  payments  included; 

0.  the  threshold  for  participation  in  the  prospective 

flat  rate  part  of  the  Medicare  system  should  be 
raised  from  1,500  to  2,500  annual  patient  days; 
and, 

0  a  preadmission  authorization  system  should  be 

adopted  immediately. 

From  these  basic  tenets  of  a  SNF  prospective  payment  plan, 
the  American  Health  Care  Association's  Payment  for  Services 
Committee  developed  an  approach  to  nursing  home  reimbursement 
that  could  reasonably  substitute  for  existing  government  payment 
sys  terns . 

As  with  all  good  system  designs,    the  process  began  by 
recognizing  four  basic  goals  of   the  system:     the  promotion  of 
quality  care;   the  assurance  of  equal  access  for  all  patients 
regardless  of  service  needs;   the  maintenance  of  adequate  capital 
formation;  and  cost  containment.     Costs  were  then  segregated  into 
individual   groups  so  that  these  sometimes  conflicting  goals  could 
be  achieved  simultaneously.     The  cost  centers  are:   1.)  Nursing 
seirvices   (including  raw  food  and  minor  ancillary),   2.)  Major 
ancillaries,   3.)    Property  costs,   and  4.)   Administrative  and 


67 


TABLE  1 

Proposed  Prospective  Medicare  SNF  Reimbursement  System 


Cost  Center 


Problem  Type 

Non- Patient 
Related 

Nursing  Service 

Property 

Therapies 

Providers 
above  the 
participa- 
tion thres- 
hold of 
2,5  00  annual 
Medicare 
patient 
days. 

Prospective 
rates  that 
facility- 
specific 
along  the 
lines  des- 
cribed above 
(ie.  based 
on  re- 
reported 
cost  subject 
to  geograph- 
ic ceilings, 
and  with  in- 
centive pay- 
ments in- 
cluded) . 

A  patient-based 
system  that  pays 
a  prospective 
each  patient 
type  accord- 
ing to  the  re- 
scoure  needs  of 
individual  pa- 
tients of  each 
patient  type. 

A  Fair 
Value 
Rental 
System  of 
some  sort 
(prefer- 
ably a 
gross 
rental ) 
that  pro- 
vides a 
fair  re- 
turn to 
the  fair 
value  of 
the  as- 
sets. 

Fee-f or- 
service  or 
prospective 
per  diem 
rates  for 
those 
therapies 
and/or  an- 
cilar ies 
(including 
consulting 
services) 
which  are 
found  to 
vary  sub- 
stantial ly 
among  and 
within 
types  of 
patients. 

Providers 
below  the 
participation 
threshold. 

Flat  rate  per  diem  payment  set  as  a  fundion  of  the 
costs  reported  by  the  above  threshold  participants 
in  these  three  cost  centers. 
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general  costs  (including  administrative,  laundry,  dietary,  except 
for  raw  food,  housekeeping,  utilities,  operation  and  maintenance, 
and  other  non-nursing  operational   cost) . 

NURSING  SERVICES  AND  ANCILLARIES 

Quality  care  and  reasonable  access  for  all  patients  will  be 
fostered  by  reimbursing  major  ancillaries  as  they  are  currently 
reimbursed  under  Medicare  Part  B  or  on  a  f ee-f or-services  basis, 
and  by  reimbursing  nursing  service  costs  through  a  case-mix 
approach.     Nursing  service  reimbursements  will  be  achieved 
through  prospective,    facility-specific  case-mix  rates. 

The  rate  for  each  patient  type  in  each  facility  will  be 
determined  by  first  calculating  the  value  of  resources  needed  to 
care  for  each  patient  type  in  the  region.     These  values  are 
determined  by  identifying  the  amount  of  each  type  of  resource 
needed  to  care  for  each  patient  type  and  then  multiplying  each 
amount  by  the  cost  of  the  resource   (e.g.,   wages)   and  aggregating 
for  each  patient  type.     Resource  costs  should  be  updated  every 
year  or  so,  while  resource  amounts  need  only  be  updated 
approximately  every  five  years. 

Some  existing  systems   (e.g.,  Maryland)   use  these  aggregated 
resource  values  as  "prices"  to  be  paid  for  each  patient  type,  but 
the  proposed  AHCA  system  allows  for  facility-by-facility 
variations  in  the  payments  by  constructing  weights  from  the 
aggregate  resource  values.     For  example,    suppose  patient  type  A 
has  a  weight  of  1.3  and  patient  type  B  has  a  weight  of  1.0,  then 
the  aggregate  resource  value  for  patient  type  A  is  1.3   times  the 
aggregate  resource  value  for  patient  type  B. 

Once  these  relative  weights  or  indexes  are  known  for  each 
patient  type,    then  each  facility  can  find  its  total  case-mix 
weight  by  adding  up  the  individual  weights  across  all  the  patient 
days  it  provided  during  the  reporting  period.     That  is,   if  the 
facility  provided  three  patient  days  of   type  A  plus  four  patient 
days  of   type  B  during  the  reporting  period,    its  total  case-mix 
weight  would  be  7.9    (3   times  1.3  plus  4  time  1.0). 

Once  the  total  case-mix  weight  for  each  facility  is  known, 
the  "price"  for  each  patient  type  in  each  facility  is  then  found 
by  dividing  the  total   case-mix  weight  for  the  facility  into  its 
total  nursing  service  costs   (indexed  forward  for  inflation)  for 
the  same  reporting  period,   and  then  multiplying  this   "unit  value" 
times  the  weight  for  each  patient  type.     For  example,  dividing 
7.9  into  a  total  nursing  service  cost  of  $150  results  in  a  "unit 
value"  of  $18.99.     This  then  means  that  the  "price"  for  patient 
type  B  is  $18.99   times  the  patient  type  A  weight  of  1.3).  Note 
that  while  patient  type  weights  are  the  same  for  all  facilities, 
the  "prices"  are  proportional  to  the  "unit  values"    (which  are 
total  reported  costs  divided  by  the  total  case-mix  weights  for 
each  f acil i ty ) . 

The  "unit  values"  will  be  subjected  to  ceilings  in 
geographic  regions  that  are  no  more  than  state  or  substate  in 
size.     Within  each  geographic  region  the  ceiling  will  be  set  at  a 
fixed  proportion  of  the  median  "unit  value"  for  all  facilities  in 
the  geographic  area.     This  fixed  proportion  will  remain   the  same 
for  each  year  of   the  system's  operation,   but  will  be  established 
in  the  first  year   (and  the  first  year  only)    to  coincide  with  the 
95th  percentile  of  all   "unit  values"  in  the  geographic  area.  For 
example,    if  in  the  first  year  the  median  "unit  value"  is  $20  and 
the  95th  percentile  of   "unit  values"   is  $25,    then  the  fixed 
proportion  is  1.25    ($25  divided  by  $20) .     If  in  the  second  year 
the  median  "unit  value"  is  found  to  be  $22,   the  ceiling  would  the 
be  computed  as  $22  times  1.25  or  $27.50,   regardless  of  the 
position  of  the  95th  percentile  in  year  two. 

The  patient  classification  system  itself  should  be 
developed  so  that  it  overlaps  the  classifications  used  for 
Medicare  post-acute  patients  as  well  as  the  classifications  used 
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among  Medicaid  case-mix  states,   and  should  utilize  to  the  extent 
possible  the  OBRA-mandated  patient  assessment  instrument  now 
being  developed.     Such  tie-ins  will  substantially  reduce  the 
paper-work  involved,   as  well  as  the  associated  nursing  down-time. 
Providers  will  be  required  to  self-assess  patients,  with 
verifications  conducted  on  a  sample  basis,  preferably  by  entities 
not  involved  in  the  rate  setting  or  payment  process. 

PROPERTY  COSTS 

Both  quality  care  and  maintenance  of  adequate  capital 
formation  can  be  attained  by  installing  a  fair  value  rental 
system  to  cover  property  costs.     In  the  proposed  system,  the 
market  value  of  the  land   (including  site  preparation) ,  a 
reconstruction  cost  appraised  value  for  the  building  and  fixed 
equipment    (using  an  appraisal  technique  similar  to  the  Marsall- 
Swift  segmented  cost  method),   and  a  per-bed  allowance  for 
moveable  equipment  will  be  combined  to  form  the  property  value 
basis  for  the  fair  rental.     This  total  property  value  is  then 
subjected  to  a  per-bed  cap  or  limit  that  is  established  initially 
from  a  sample  of  recently  constructed  facilities  in  the 
geographic  area  indexed  annually  with  an  appropriate  geographic 
area  index. 

By  multiplying  this  total  allowed  property  value  by  an 
appropriate  rental  rate   (based  on  a  long  term  Treasury  Bond  yield 
for  the  past  year  plus  a  risk  premium  of   three  percentage 
points) ,    the  total  annual  rental   is  obtained.     The  per-patient- 
day  rental  will   then  be  calculated  by  dividing  the  total  annual 
rental  by  90  percent  of   the  annual   licensed  bed  days  (after 
adding  an  allowance  for  property  taxes  and  property  insurance). 
For  the  first  full  year  of  operation  of  a  newly  constructed 
facility  or  any  part  thereof,   and  occupancy  adjustment  of  50 
percent  of  annual  licensed  bed  days  should  be  used  instead  of 
actual  occupancy. 

l''acllities  in  operation  at  the  time  this  new  system  is 
installed  will  be  "grandfathered"  on  the  property  account  by 
receiving  the  fair  value  rental  or  actual  costs,  whichever  is 
greater.     When  the  payment  amount  established  under  fair  rental 
principles  exceeds  actual  costs   (because  of  indexing, 
reappraisals) ,   the  fair  rental  payment  amount  applies. 

However,   once  a  facility  is  subject  to  the  fair  rental 
reimbursement,   it  cannot  revert  back  to  actual  cost 
reimbursement.     All  facilities  reimbursed  for  actual  costs  will 
start  receiving  the  fair  value  rental  amount  upon  change  of 
ownership.     In  addition,   they  will  have  their  refinancing 
recognized  for  reimbursement  purposes  if  actual  costs  are  reduced 
as  a  result  of   the  refinancing.     All  facilities  that  begin 
construction  or  obtained  committed  financing  after  the 
establishment  of   the  fair  value  rental  system  are  siibject  to  the 
fair  value  rental  system. 

ADMINISTRATIVE/GENERAL  COSTS 

Cost-containment  will  be  achieved,  for  administrative  and 
general  costs  by  generating  a  facility-specific,   prospective  rate 
for  each  facility  that  will  be  subject  to  a  geographic  ceiling. 
Each  facility's  reported  costs  will  be  indexed  forward  and  the 
prospective  rate  for  that  facility  established  according  to  where 
its  indexed  reported  costs  fall  relative  to  two  geographic 
standards.     The  first,  and  lower,   standard  is  set  at  a  fixed 
proportion  of  the  median  that,    in  the  first  year  of  the  system's 
operation,    is  the  75th  percentile  of  per  diem  costs.     The  second, 
and  higher,   standard  is  a  fixed  proportion  of  the  median  that,  in 
the  first  year,   is  the  85th  percentile  of  per  diem  costs. 

Suppose,   for  example,   that  these  fixed  proportions  are  1.13 
for  standard  I  and  1.22  for  standard  II  as  shown  in  the 
accompanying  exhibit.     The  indexed  costs  of  any  particular 


70 


facility  can  then  fall   in  any  one  of  three  groups.     Group  A  is 
bounded  by  zero  and  standard  1    (set  at  $22.60,   or  113  percent  of 
the  $22  median).     Group  B   is  bounded  by  standard  II    (set  at 
$24.40,    or  122  percent  of   the  $22  median)   and  standard  I.  And 
Group  C  is  everything  above  standard  II. 

The  prospective  rate  for  any  facility  whose  indexed  per 
diem  administrative  and  general  costs  fall  into  Group  A  is  equal 
to  its  indexed  costs  plus  one-half  of   the  difference  between  its 
indexed  costs  and  standard  I.     For  example,    the  exhibit  shows 
that  a,  facility  with  an  indexed  costs  of   $21  would  be  awarded  an 
efficiency  incentive  of  $0.80    (one-half  of  the  difference  between 
standard  I,    $22.60,   and  the  facility's  indexed  costs,    $21)    and  be 
assigned  a  prospective  rate  of     $21.80    (indexed  costs  of  $21  plus 
the  incentive  payment  of  $0.80).     Any  facility  whose  indexed 
costs  fall   into  Group  B  would  be  assigned  a  rate  that  is  equal  to 
standard  I  plus  one-half  of   the  difference  between  the  indexed 
cost  and  standard  I.     For  instance,    the  exhibit  shows  that  a 
facility  with  an  indexed  cost  of  $24  would  be  assigned  a 
prospective  per  diem  of  $23.30    (standard  I,    $22.60,   plus  one-half 
of   the  difference  between  standard  I  and  the  indexed  costs  of 
$24,   or  $0.07).     This  means,   of  course,   that  one-half  of  the 
facility's  cost  above  standard  I  is  covered  in  the  rate  of  $23.30 
and  one-half   is  not  covered,   so  that  a  strong  incentive  exists  to 
reduce  costs  to  standard  I.     Any  facility  whose  indexed  costs 
fall   into  Group  C  would  be  assigned  a  prospective  rate  as  if  its 
costs  were  at  standard  II.     That  is,   costs  above  standard  II 
would  not  be  recognized  at  all,   and  only  half  of  the  costs 
between  standard  I  and  standard  II  would  be  covered  by  the 
prospective  rate.     In  the  exhibit,    this  rate  would  be  $24.50 
(standard  I,    $22.60,   plus  one-half  of   the  difference  between  the 
two  standards,  $0.90). 

Another  way  of  looking  at  this  dual   standard  approach  to 
rate  setting  is  that  in  Group  A  the  state  and  the  provider  share 
equally  in  the  cost  savings   (efficiencies),   in  Group  B  the  state 
and  the  provider  share  equally  in  the  minor  cost  overruns 
(inefficiencies),   and  in  Group  C  the  provider  bears  the  full 
burden  of  the  major  cost  overruns.     The  negative  incentive  to 
being  in  Group  C  is  large,    the  negative  incentive  to  being  in 
Group  B  is  somewhat  smaller,   while  the  positive  incentive  to 
achieve  Group  A  is  strong. 

For  the  nonproperty  cost  centers   (nursing  services  and 
administrative/general),   prospective  rates  will  b£  rebased 
annually,  with  provision  for  rate  adjustments  during  the  rate 
year  should  rates  prove  to  be  inadequate  relative  to  actual  cost 
experience   (as  shown  via  a  special   three-month  cost  report 
submitted  by  the  providers) .     If  the  rate  inadequacy  is  area- 
wide,    then  intra-rate  year  changes  must  also  be     made  in  the 
ceilings  to  which  the  rates  are  subjected.     In  addition,  all 
payment  rates  and  ceilings  must  anticipate,   to  the  degree 
possible,   all  future  changes  in  laws,   regulations,  standards, 
minimum  wages,   and  the  like.     For  the  property  cost  center  only, 
annual   indexing  of  property  values  will  be  used  in  years  between 
reappraisals.     In  those  non  appraisal  years,   each  component  of 
property  must  be  indexed  using  a  localized  index  which  is 
specific  to  that  component. 

RATE  SETTING  WITH  TWO  STANDARDS 


PER  DIEM 
A&G  COSTS 

GROUP  C 


$24.40 


GROUP  B 


STANDARD  II 
122%  of  Median 
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$22.6  0  STANDARD  I 

113%  of  Median 


$20  GROUP  A  MEDIAN 

(FIGURE  1) 


No  system  of  payment  can  be  perfect,   but  the  proposed 
design  provides  a  balanced  approach  that  promises  to  meet  the 
test  of  fairness  and  time.     The  key  goals  of  cost  containment, 
quality  care,   patient  access,   and  adequate  capital  formation  are 
individually  addressed  and  can  be  achieved  simultaneously.  The 
incentives  of   the  three  participants  -  the  provider,    the  patient, 
and  the  taxpayer  -  are  aligned  so  that  the  needs  of  each  are 
being  met  by  working  within  the  system  rather  than  by  changing 
the  system.     Such  a   situation  promotes  system  stability  and 
avoids  resources  being  expended  on  periodic  redesigns  efforts  to 
correct  perceived  imbalances. 


These  proposals  represent  an  ambitious  challenge  for  policy 
makers.     However,    AHCA  feels  that  such  a  proposal   can  be  fully 
implemented  given  the  finding  of  recently  completed  research.  As 
a  result  of  HCFA  research,   there  is  now  available  a  patient 
classification  system  for  Medicare  nursing  home  residents  called 
RUG-18  which   can   he  unod   in   a   Medicare  case-mix  r  c  i  nibvirncmon  t- 
system.     This  patient  classification  system  could  easily  be 
utilized  in  an  overall   system  design  that  addresses  quality  care, 
patient  access,   adequate  capital   formation,   and  cost  containment 
ui  mul  tancou  t>l  y  . 


The  American  Health  Care  Association  is  prepared  to  discuss 
the  specific  design  features  with  Congress  to  develop  a 
prospective  payment  system  for  skilled  nursing  facility  services. 
We  are  aware  that-  many  questions  remain,   but  we  think  we  have  t})c 
answers   to  these  questions  based  upon  many  years  of   experience  in 
designing  Medicaid  payment  systems  among  the  states.     Again,  I 
thank  you  for  the  opportunity   to  present  AHCA's  testimony  before 
you  today,    and  at   this  point  would  be  pleased  to  answer  any 
questions  that  you  or  the  committee  members  may  have. 
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Mr.  Cardin.  Ms.  Cushman. 

STATEMENT  OF  MARGARET  J.  CUSHMAN,  M.S.N.,  R.N.,  PRESIDENT 
AND  EXECUTIVE  DIRECTOR,  VISITING  NURSE  ASSOCIATION 
GROUP,  INC.,  WATERBURY  AND  HARTFORD,  CONN.,  REPRE- 
SENTING  THE  NATIONAL  ASSOCIATION  FOR  HOME  CARE 

Ms.  Cushman.  Thank  you. 

I  am  the  president  and  chief  executive  officer  of  the  VNA  Group, 
serving  the  Hartford- Waterbury  area,  and  the  past  chairman  of  the 
National  Association  for  Home  Care,  which  is  the  largest  organiza- 
tion representing  home  health  agencies,  homemaker-home  health 
aide  organizations  and  hospices. 

We  commend  you  for  holding  this  hearing. 

The  National  Association  for  Home  Care  has  studied  prospective 
payment  extensively  over  the  past  several  years,  recognizing  that 
prospective  payment  has  the  potential  to  eliminate  many  of  the  re- 
imbursement problems  that  now  plague  Medicare-certified  home 
health  agencies. 

Chief  among  these  faults  are  the  present  system's  complexity, 
lack  of  predictability,  and  the  inability  to  offset  the  effects  of 
Gramm-Rudman-Hollings  payment  reductions  by  reducing  agency 
costs. 

Prospective  payment  should  simplify  Medicare  reimbursement 
procedures  and  reduce  the  costly  paperwork  burden  that  home 
health  agencies  and  the  Federal  Government  now  shoulder.  Since 
prospective  payment  would  establish  a  pricing  system  that  would 
operate  independently  of  an  agency's  costs,  it  would  no  longer  be 
necessary  to  contend  with  the  anomalies  and  vagaries  of: 

Calculating  and  adjusting  interim  payments;  reaching  a  final  set- 
tlement on  the  amount  due  the  agency;  the  Medicare  cost  limits; 
cost  allocations;  compensation  screens;  and  similar  * 'necessary 
evils"  of  a  cost  reimbursement  system 

An  episode-related  prospective  payment  methodology,  similar  to 
the  hospital  DRG  system,  would  be  particularly  conducive  to  sim- 
plification. Once  the  patient's  eligibility  has  been  established  and 
the  payment  classification  has  been  determined,  there  would  be  no 
need  for  the  paperwork. 

We  believe  it  would  make  a  substantial  reduction  in  the  paper- 
work burden  to  home  health  agencies  as  well  as  provide  an  oppor- 
tunity for  home  health  agencies  which  are  small  businesses  to  have 
more  predictability  in  payment.  That  is  important,  because  we 
have  limited  cash  reserves. 

The  third  major  advantage  of  prospective  payment  is  that  it 
gives  the  provider  the  opportunity  to  absorb  Gramm-Rudman-Hol- 
lings payment  reductions  without  actually  suffering  a  loss.  As 
things  now  stand,  a  provider  that  is  paid  a  prospectively  set  rate 
can  avoid  taking  a  loss  on  its  Medicare  patients  by  reducing  its 
costs  to  the  new,  reduced  Medicare  payment  level. 

On  the  other  hand,  a  provider  that  is  reimbursed  on  a  cost  basis 
has  its  Gramm-Rudman-Hollings  reduction  based  on  the  amount  of 
its  reimbursable  costs.  If  it  should  try  to  compensate  for  the  pay- 
ment reduction  by  reducing  its  costs,  the  reduction  would  simply  be 
imposed  on  the  agency's  new  leaner  budget. 
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,At  the  same  time,  it  should  be  recognized  that  the  present  cost 
reimbursement  system,  for  all  its  faults,  has  one  great  virtue  which 
cannot,  based  on  our  present  knowledge,  be  incorporated  into  a 
home  care  prospective  payment  system. 

The  present  cost  reimbursement  system  is  designed  to  tailor  re- 
imbursement to  whatever  costs  are  reasonably  and  necessarily  in- 
curred in  caring  for  home  care  patients.  Thus,  for  example,  the 
present  system  is  generally  responsive  to  variations  in  home  health 
agencies'  costs  that  stem  from  differences  in  case  mix;  that  is,  from 
differences  in  their  patients'  diagnoses  and  the  severity  of  their  ill- 
nesses. 

The  present  system  also  adjusts  for  interagency  cost  variations 
that  are  geographic  in  nature.  For  example,  cost  variations  attrib- 
utable to  atypical  security  risks  or  travel  distances  and  other  fac- 
tors beyond  the  agency's  control  are  automatically  accommodated 
under  the  present  system. 

In  addition,  the  present  system  provides  reimbursement  that  is 
appropriate  for  both  home  health  agencies  which  offer  only  the 
basic  nursing  and  home  health  aide  services  and  those  which  also 
provide  comprehensive  rehabilitation  and  high-technology  services. 

We  would  not  want  to  see  cost  reimbursement  abandoned  unless 
it  is  replaced  with  a  system  which  is  equally  efficient  in  tailoring 
payment  levels  to  the  actual  cost  of  caring  for  home  care  patients. 
Otherwise,  the  program  will  erect  financial  barriers  which  will 
limit  expensive  patients'  access  to  home  care  and  discourage  agen- 
cies from  locating  in  hard-to-serve  areas.  Such  a  payment  system 
would  also  undermine  the  quality  of  care  offered  by  agencies  which 
choose,  despite  the  adverse  financial  consequences,  to  admit  high- 
cost  patients. 

At  the  same  time,  agencies  with  low-cost  caseloads  and  agencies 
located  in  easy-to-serve  areas  would  be  overpaid.  Such  agencies 
would  profit,  not  because  they  are  more  efficient,  but  because  of 
the  inefficiency  of  the  reimbursement  system. 

We  do  not  feel  it  is  appropriate  to  abandon  the  current  cost- 
based  system  unless  we  build  in  similar  factors  to  a  new  system 
which  would  allow  the  same  level  of  care  to  be  given  as  is  neces- 
sary today  with  the  sicker  patients. 

We  also  feel  it  critical  to  look  at  new  factors  to  enhance  not  un- 
dermine the  current  quality  of  services.  If  a  system  were  put  in 
place  based  on  oversimplification,  it  could  lower  quality  of  care  or 
could  cause  providers  to  abandon  services. 

To  date  no  home  care  prospective  payment  system  has  been  de- 
veloped which  is  adequately  sensitive  to  variations  in  patients' 
health  care  costs.  We  still  lack  the  knowledge  and  experience  nec- 
essary to  develop  an  acceptable  system  for  classifying  patients  in  a 
manner  that  reflects  the  relative  cost  and  complexity  of  the  home 
care  that  they  require. 

In  1985  the  National  Association  for  Home  Care  appointed  the 
first  of  a  number  of  task  forces  which  have  studied  the  applicabil- 
ity of  prospective  payment  to  home  care.  This  task  force,  which  I 
chaired,  was  charged  with  developing  "a  payment  method  for  home 
care  which  promotes  the  efficient  use  of  the  least  costly  resources 
to  achieve  the  best  attainable  results  for  patients."  We  were  unable 
to  recommend  a  specific  prospective  payment  system,  however,  be- 
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cause  none  of  the  patient  classification  systems  that  were  then  in 
use  for  various  purposes  was  suitable  for  a  reimbursement  system. 
The  Omnibus  Reconciliation  Act  of  1987  took  another  important 
step  toward  the  development  of  a  PPS  system  for  home  care  by 
mandating  the  development  and  demonstration  of  alternative  PPS 
payments  methodologies.  The  project  was  developed  through  the 
joint  efforts  of  the  Health  Care  Financing  Administration  and  Abt 
Associates,  Inc.  It  has  been  designed  to  test  the  effects  of  per-visit 
and  per-episode  prospective  payment  methodologies  on  home 
health  agency  operations,  costs  and  patient  care.  The  study  will  be 
carried  out  by  100  home  health  agencies  in  5  States — California, 
Florida,  Illinois,  Massachusetts,  and  Texas — over  a  period  of  3 
years.  That  demonstration  project  is  not  yet  in  effect.  It  is  still 
being  looked  at.  Regrettably  there  was  a  similar  study  mandated 
by  OBRA  in  1983  but  never  implemented  because  that  particular 
study,  also  to  be  done  by  Abt  Associates,  was  not  agreed  to  by  the 
Office  of  Management  and  Budget. 

Mr.  Chairman,  I  focused  primarily  on  the  issues  of  patient  classi- 
fication and  case  mix  because  they  are  critical  to  the  development 
of  any  reasonable  home  care  prospective  payment  system. 

Other  things  need  to  be  taken  into  account  such  as  ensuring  that 
a  system  make  sense  clinically  and  operationally.  We  do  encourage 
that  the  appropriate  studies  and  information  be  obtained  before  we 
move  forward.  We  also  feel  that  critical  to  any  system  would  be 
quality  assurance  measures  in  the  way  that  utilization  review  is 
looked  at,  the  way  quality  of  care  is  measured,  and  that  there  be 
some  reasonable  enforcement  mechanism  built  into  a  system  to  be 
sure  the  agencies  adhered  to  those  standards. 

Thank  you  for  asking  us  to  testify  and  for  having  a  hearing  on 
this  subject. 

[The  statement  of  Ms.  Cushman  follows:] 


75 


statement  of  Margaret  J.   Cushman,   MSN,  RN 
on  behalf  of  the 

NATIONAL  ASSOCIATION   FOR  HOME  CARE 

testimony  on 

Fiscal  Year  1991  Budget  Issues  Relating  to 
Prospective  Payment  for  Certain  Services 
Under  the  Medicare  Program 

before  the 

Subcommittee  on  Health 
Committee  on  Ways  and  Means 
U.S.   House  of  Representatives 
Washington,  D.C. 

May  10,  1990 


My  name  is  Margaret  Cushman.  I  am  the  President  and 
Executive  Director  of  the  VNA  Group,  Inc.  of 
Waterbury/Hartf ord ,  Connecticut,  and  previously  served  as 
Chairman  of  the  Board  of  Directors  for  the  National 
Association  for  Home  Care  (NAHC) .  NAHC  is  the  nation's 
largest  professional  organization  representing  the 
interests  of  home  health  agencies,  homemaker-home  health 
aide  organizations  and  hospices  with  approximately  6,000 
member  organizations.  On  behalf  of  these  organizations,  I 
would  like  to  commend  you  for  holding  this  hearing  to 
focus  on  prospective  payment.  This  is  an  issue  of  crucial 
importance  to  home  care  providers. 


Advantages  of  Prospective  Payment 

The  National  Association  for  Home  Care  has  studied 
prospective  payment  extensively  over  the  past  several 
years,  recognizing  that  prospective  payment  has  the 
potential  to  eliminate  many  of  the  reimbursement  problems 
that  now  plague  Medicare-certified  home  health  agencies. 

Chief  among  these  faults  are  the  present  system's 
complexity,  lack  of  predictability,  and  the  inability  to 
offset  the  effects  of  Gramm-Rudman-Holl ings  payment 
reductions  by  reducing  agency  costs. 

Prospective  payment  should  simplify  Medicare  reimbursement 
procedures  and  reduce  the  costly  paperwork  burden  that 
home  health  agencies  and  the  Federal  government  now 
shoulder.  Since  prospective  payment  would  establish  a 
pricing  system  that  would  operate  independently  of  an 
agency's  costs,  it  would  no  longer  be  necessary  to  contend 
with  the  anomalies  and  vagaries  of:  calculating  and 
adjusting  interim  payments;  reaching  a  final  settlement  on 
the  amount  due  the  agency;  the  Medicare  cost  limits;  cost 
allocations;  compensation  screens;  and  similar  "necessary 
evils"  of  a  cost  reimbursement  system. 

An  episode-related  prospective  payment  methodology, 
similar  to  the  hospital  DRG  system,  would  be  particularly 
conducive  to  simplification.  Payment  would  be  made  on  the 
basis  of  a  one-time  assessment  of  the  patient  at  the  time 
of  the  patient's  home  care  admission.  Once  the  patient's 
eligibility  has  been  established  and  the  payment 
classification  has  been  determined,  there  would  be  no  need 
for  agencies  to  provide,  nor  for  the  Government  to 
process,  the  reams  of  additional  documentation  that  is 
now  required. 

Prospective  payment  should  also  make  Medicare  a  more 
predictable  payor.  Predictability  is  important  to  home 
health  agencies  because  most  are  small  businesses  with 
little  in  the  way  of  cash  reserves  and  limited  access  to 
credit.  Many  depend  on  Medicare  for  most  of  their 
revenues,  and  Medicare  does  not  generate  a  margin  of 
profit  that  can  be  used  to  tide  them  over  revenue 
shortfalls  such  as  those  caused  by  Gramm-Rudman-Hollings 
cuts  or  retroactive  disallowances.  Our  membership  surveys 
indicate  that  lack  of  certainty  and  unpredictability  are 
two  of  the  most  disliked  features  of  the  Medicare  program. 
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A  third  major  advantage  of  prospective  payment  is  that  it 
gives  the  provider  the  opportunity  to  absorb 
Gramm-Rudman-Hoil ings  payment  reductions  without  actually 
suffering  a  loss.  As  things  now  stand,  a  provider  tliat  is 
^aid  a  prospectively  set  rate  can  avoid  taking  a  loss  on 
its  Medicare  patients  by  reducing  its  costs  to  the  new, 
reduced  Medicare  payment  level.  On  the  other  hand,  a 
provider  that  is  reimbursed  on  a  cost  basis  has  its 
Gramm-Rudman-Hollings  reduction  based  on  the  amount  of  its 
reimbursable  costs.  If  it  should  try  to  compensate  for 
the  payment  reduction  by  reducing  its  costs,  the 
reduction  would  simply  be  imposed  on  the  agency's  new 
leaner  budget. 


The  Key  Advantage  of  Cost  Reimbursement 

At  the  same  time,  it  should  be  recognized  that  the  present 
cost  reimbursement  system,  for  all  its  faults,  has  one 
great  virtue  which  cannot,  based  on  our  present  knowledge, 
be  incorporated  into  a  home  care  prospective  payment 
system.  The  present  cost  reimbursement  system  is 
designed  to  tailor  reimbursement  to  whatever  costs  are 
reasonably  and  necessarily  incurred  in  caring  for  home 
care  patients.  Thus  for  example,  the  present  system  is 
generally  responsive  to  variations  in  home  health 
agencies'  costs  that  stem  from  differences  in  case  mix  — 
i.e.,  from  differences  in  their  patients'  diagnoses  and 
the  severity  of  their  illnesses. 

The  present  system  also  adjusts  for  interagency  cost 
variations  that  are  geographic  in  nature.  For  example, 
cost  variations  attributable  to  atypical  security  risks 
or  travel  distances  and  other  factors  beyond  the  agency's 
control  are  automatically  accommodated  under  the  present 
system.  In  addition,  the  present  system  provides 
reimbursement  that  is  appropriate  for  both  home  health 
agencies  which  offer  only  the  basic  nursing  and  home 
health  aide  services  and  those  which  also  provide 
comprehensive  rehabilitation  and  high-technology  services. 

We  would  not  want  to  see  cost  reimbursement  abandoned 
unless  it  is  replaced  with  a  system  which  is  egually 
efficient  in  tailoring  payment  levels  to  the  actual  cost 
of  caring  for  home  care  patients.  Otherwise,  the  program 
will  erect  financial  barriers  which  will  limit 
expensive  patients'  access  to  home  care  and  discourage 
agencies  from  locating  in  hard-to-serve  areas.  Such  a 
payment  system  would  also  undermine  the  quality  of  care 
offered  by  agencies  which  choose,  despite  the  adverse 
financial  consequences,   to  admit  high  cost  patients. 

At  the  same  time,  agencies  with  low-cost  caseloads  and 
agencies  located  in  easy-to-serve  areas  would  be  overpaid. 
Such  agencies  would  profit,  not  because  they  are  more 
efficient,  but  because  of  the  inefficiency  of  the 
reimbursement  system. 

To  date,  no  home  care  prospective  payment  system  has  been 
developed  which  is  adequately  sensitive  to  variations  in 
patients'  health  care  costs.  We  still  lack  the  knowledge 
and  experience  necessary  to  develop  an  acceptable  system 
for  classifying  patients  in  a  manner  that  reflects  the 
relative  cost  and  complexity  of  the  home  care  that  they 
require . 


NAHC  Efforts  to  Develop  a  PPS  System 

In  1985  the  National  Association  for  Home  Care  appointed 
the  first  of  a  number  of  task  forces  which  have  studied 
the  applicability  of  prospective  payment  to  home  care. 
This  task  force,  which  I  chaired,  was  charged  with 
developing  "a  payment  method  for  home  care  which  promotes 
the  efficient  use  of  the  least  costly  resources  to  achieve 
the  best  attainable  results  for  patients."  We  were  unable 
to  recommend  a  specific  prospective  payment  system, 
however,  because  none  of  the  patient  classification 
systems  that  were  then  in  use  for  various  purposes  was 
suitable  for  a  reimbursement  system. 
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For  example,  the  task  force  reviewed  the  hospital  DRG 
system.  It  concluded  that  the  DRGs  were  inappropriate  for 
a  home  care  reimbursement  system  because  they  were 
designed  to  focus  narrowly  on  the  needs  of  patients  having 
acute  episodes  of  illness.  Hospital  patients'  costs  depend 
on  the  medical  diagnosis  and  mode  of  medical  treatment 
involved.  The  care  required  by  the  home  patient,  on  the 
other  hand,  is  more  closely  related  to  the  nursing 
diagnosis  and  the  patient's  functional  capacity.  The  task 
force's  conclusion  that  the  DRG  classification  system 
would  be  inappropriate  for  home  care  has  been  borne  out  by 
subsequent  research. 

The  task  force  recommended  among  other  things  that  NAHC 
encourage  the  collection  of  information  on  home  care 
patients  and  the  testing  of  alternative  home  care  payment 
methodologies.  In  the  latter  part  of  1985,  NAHC  and 
Georgetown  University's  School  of  Nursing  signed  a 
cooperative  agreement  to  test  a  methodology  for  developing 
a  home  health  patient  classification  system.  The  joint 
project  was  a  success  and  in  June  1987  the  Health  Care 
Financing  Administration  awarded  the  Georgetown  School  of 
Nursing  a  contract  to  continue  the  project  on  a  much 
broader  scale. 

The  project  will  produce  a  database  of  home  health  agency 
patient  characteristics  and  identify  the  characteristics 
which  are  found  to  be  the  most  useful  in  predicting 
patient  needs  and  costs.  Such  key  patient  characteristics 
will  have  to  be  identified  before  it  will  be  possible  to 
develop  a  case-mix  system  that  could  be  used  to  classify 
home  care  patients  for  purposes  of  pricing  their  care.  The 
final  Georgetown  report  is  due  in  June. 

The  Omnibus  Reconciliation  Act  of  1987  took  another 
important  step  toward  the  development  of  a  PPS  system  for 
home  care  by  mandating  the  development  and  demonstration 
of  alternative  PPS  payment  methodologies.  The  project  was 
developed  through  the  joint  efforts  of  the  Health  Care 
Financing  Administration  and  Abt  Associates,  Inc.  It  has 
been  designed  to  test  the  effects  of  per-visit  and 
per-episode  prospective  payment  methodologies  on  home 
health  agency  operations,  costs  and  patient  care.  The 
study  will  be  carried  out  by  100  home  health  agencies  in 
five  States  (California,  Florida,  Illinois,  Massachusetts 
and  Texas)   over  a  period  of  three  years. 

A  similar  study  had  been  mandated  by  legislation  enacted 
in  1983  but  no  action  was. taken  to  implement  the  project 
due  to  the  intervention  of  0MB.  Implementation  of  the 
current  project  has  also  been  delayed  and  NAHC  has 
been  extremely  concerned  that  it  would  suffer  the  same 
fate  as  its  predecessor. 

Mr.  Chairman,  I  have  focused  primarily  on  the  issues  of 
patient  classification  and  case  mix  issue  because  they 
represent  the  principle  barrier  to  the  development  of  a 
prospective  payment  system  for  home  care.  There  are,  of 
course,  other  issues  which  will  have  to  be  addressed  in 
formulating  a  proposal.  It  has  been  NAHC's  position  that 
any  prospective  payment  system  must: 

*  Provide  additional  compensation  for  outlier  cases, 
whether  this  is  accomplished  directly  through  the 
payment  computation  or  through  integration  with  other 
parts  of  the  health  care  system. 

*  Make  sense  clinically  and  operationally. 

*  Encourage  agencies  to  be  responsive  to  market  forces, 
which  means  that  agencies  have  to  be  permitted 
flexibility  in  their  hiring  patterns,  and 
determinations  about  resource  use. 

*  Provide  prompt,  positive  incentives  to  use  appropriate 
levels  and  mixes  of  health  care  personnel. 

*  Require  utilization  review  appropriate  to  the  payment 
measure  used  and  using  objective  standards. 
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*  Define  objective  and  measurable  patient  outcomes  that 
relate  to  medical  and  functional  status  to  facilitate 
quality  assurance. 

*  Require  uniform  quality  assurance  activities  that  are 
developed  and  implemented  based  on  the  objective 
criteria . 

Finally,  there  should  be  a  reasonable  enforcement 
mechanism  available  to  ensure  that  agencies  comply  with 
quality  assurance  requirements.  Quality  assurance 
safeguards  will  be  even  more  important  in  a  prospective 
payment  system  in  order  to  ensure  that  the  prospective 
payment  incentives  to  reduce  costs  don't  lead  to 
reductions  in  quality  of  care. 


Again,  Mr.  Chairman  and  Members  of  the  Subcommittee,  thank 
you  for  giving  me  the  opportunity  to  testify  today.  I 
would  be  pleased  to  answer  any  questions  you  might  have. 


##### 
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Mr.  Cardin.  Thank  you. 

Mrs.  Johnson. 

Mrs.  Johnson.  Thank  you. 

A  special  welcome  to  Ms.  Cushman  with  whom  I  worked  for 
many  years.  She  has  been  willing  as  well  as  able  to  continue  to 
provide  high  quality  services  in  some  of  the  most  dire  areas  of  our 
urban  communities,  a  challenge  that  many  of  our  home  health 
agencies  have  simply  had  to  abandon  in  part  because  of  our  reim- 
bursement system. 

Her  long  experience  in  the  administrative  matters  associated 
with  providing  care  and  quality  oversight  have  been  enormously 
useful  to  me  and  I  know  will  be  useful  to  the  committee.  I  appreci- 
ate your  being  here  today. 

I  also  appreciate  the  experience  that  you  bring  in  your  testimony 
and  will  watch  our  efforts  to  find  a  better  way  to  reimburse  home 
health  care  services  with  great  interest.  We  will  be  working,  I  am 
sure,  with  you  and  your  association  closely.  It  is  very  important  be- 
cause it  is  an  area  in  which  we  know  Medicare  services  must  be 
expanded. 

Before  we  do  that,  we  really  do  need  to  have  a  better  grasp  of 
how  we  reimburse  them  and  assure  that  it  is  both  administratively 
simpler  and  quality  wise  more  appropriate.  I  think  our  administra- 
tive cost  study  will  provide  some  new  insights  for  all  of  us  and 
some  new  guidance  to  the  committee. 

I  would  like  to  ask  a  couple  of  questions  of  those  who  have  testi- 
fied on  the  issue  of  rebasing  or  rehabilitation  hospitals.  Mr.  Raine, 
I  realize  your  testimony  is  with  regard  to  psychiatric  hospitals  but 
you  gave  very  good  testimony  on  the  problems  that  have  developed 
using  the  TEFRA  system.  You  come  to  the  conclusion  on  page  8  to 
encourage  a  review  of  those  amendments  to  the  law  that  we  passed 
last  year  which  would  require  HCFA  to  allow  rebasing.  That  is 
well  taken.  I  would  not  want  this  committee  to  move  forward  be- 
lieving that  implementing  current  law  would  not  cause  us  to  in- 
crease Medicare  expenditures  significantly  but  passing  my  rebasing 
bill  would,  because  I  think  if  the  appeals  process  were  reformed  in 
the  way  that  you  suggest  that  those  who  went  for  repeal  would  be 
the  very  ones  that  would  elect  rebasing  under  my  bill. 

Those  who  did  not  would  not  elect  rebasing.  There  are  those 
same  recently  established  hospitals  that  the  gentleman  who  preced- 
ed you  in  testifying  referred  to.  The  problem  is  a  real  one.  If  we  go 
forward  looking  for  revenue  neutrality,  we  will  only  create  new 
and  not  unfamiliar  problems  in  the  future. 

If  you  can  defend  that  statement  or  if  you  feel  very  confident 
that  it  would  not  substantially  increase  Medicare  expenditures,  I 
would  like  you  to  elaborate  on  that.  My  belief  is  that  the  services 
are  now  different.  It  may  be  that  most  of  my  experience  was  with 
rehabilitation  hospitals  where  the  services  are  different. 

Perhaps  your  statement  relates  more  specifically  to  psychiatric 
hospitals.  Would  you  enlarge  on  that? 

Mr.  Raine.  I  was  addressing  psychiatric  hospitals  in  general.  The 
way  we  view  the  situation,  rebasing  should  be  done  on  an  individ- 
ual basis  going  hospital  by  hospital  basis.  We  know  that  there  are 
significant  differences  between  hospitals  in  different  regions  of  the 
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country  so  that  the  hospitals  that  can  make  their  case  for  rebasing 
should  be  able  to  do  this  under  the  current  law. 

We  would  hope  that  HCFA  would  implement  this  provision 
fairly.  Before  we  move  toward  a  systemwide  rebasing  plan  we 
would  like  to  see  that  issue  combined  with  a  comprehensive  review 
of  the  entire  TEFRA  system  and  possibly  address  a  variety  of 
issues  at  once,  such  as  the  issue  of  sharing  in  losses  if  you  go  over 
your  limit,  the  issue  of  case  mix,  and  the  issue  of  especially  in  psy- 
chiatry, the  190-day  limit  on  the  number  of  psychiatric  benefits 
that  the  beneficiary  can  receive  in  his/her  lifetime. 

We  see  a  broad  range  of  issues  in  addition  to  rebasing  we  would 
like  to  see  addressed  simultaneously.  With  the  present  regulation 
in  place  as  it  is,  we  believe  in  the  short  term  that  the  hospitals 
that  are  over  their  ceilings  have  an  adequate  remedy  through  the 
appeal  process. 

Mrs.  Johnson.  The  implication  that  it  would  not  substantially 
increase  Medicare  expenditures  implies  that  for  those  hospitals 
that  appeal  and  get  an  increase,  that  somehow  somewhere  there 
should  be  an  offset. 

I  just  don't  see  any  offset.  The  ones  that  do  not  appeal  will  stay 
at  the  same  rate.  The  ones  that  appeal,  if  they  can  make  a  good 
case,  will  and  probably  should  get  an  increase.  I  think  we  imply  an 
overall  revenue  neutrality  at  our  own  peril.  I  hear  your  further  ex- 
planation as  assuming  that  a  system  rebasing  would  not  be  institu- 
tional specific.  One  of  the  reasons  that  my  bill  allows  the  action  is 
because  I  don't  believe  you  can  deal  with  these  things  across  the 
board  anymore. 

I  think  perhaps  we  are  hearing  you  there. 

Mr.  Raine.  I  understand  the  exception  that  is  in  your  bill. 

Mrs.  Johnson.  It  is  also  institution  specific. 

Mr.  Raine.  Correct,  I  understand  that  is  how  the  bill  is  written. 

Let  me  just  say  that  we  do  understand  the  difference  between 
your  bill  and  the  appeals  procedure.  We  are  concerned  that  by  let's 
say  moving  the  base  year  up  several  years  that  it  would  allow  all 
hospitals  above  their  limit  to  be  rebased,  while  under  the  appeals 
procedure  not  all  hospitals  would  request  rebasing  and  some  would 
not  be  granted  a  rebasing  request. 

Additional  funding  would  be  needed  under  both  approaches.  We 
thought  the  entire  cost  to  Medicare  would  be  less  going  on  an  insti- 
tution by  institution  basis  as  opposed  to  trying  to  rebase  the  entire 
system. 

Mrs.  Johnson.  I  do  agree  with  the  institutional  approach  and 
that  we  are  not  in  a  position  to  rebase  the  entire  system.  Thank 
you,  very  much.  I  do  want  to  specifically  thank  the  gentleman  who 
represented  the  rehabilitation  hospitals  for  your  more  detailed  tes- 
timony. Those  are  the  problems  that  simply  demand  immediate  at- 
tention. 

I  understand  from  your  remarks  that  your  institution,  too,  feels 
like  it  is  on  the  precipice. 

Mr.  ScANGA.  Yes,  we  do.  I  am  not  sure  it  was  pointed  out  that 
the  appeals  process  is  the  only  solution.  We  have  appeals  going  as 
far  back  as  1983,  our  base  year,  that  have  not  been  resolved  yet.  So 
I  would  agree  with  you. 
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Mrs.  Johnson.  Mr.  Scanga,  I  find  that  appeals  have  not  in  fact 
worked. 

Mr.  Scanga.  Not  as  yet.  We  are  still  looking  for  relief.  We  have 
a  number  of  appeals  that  are  still  open  issues.  I  can  tell  you  we 
have  not  resolved  even  one  of  those  at  this  point. 

Mrs.  Johnson.  Is  part  of  the  reason  that  appeals  don't  work  that 
they  tend  to  do  exactly  what  the  new  regulations  do,  look  at  specif- 
ic programs  and  very  narrow  issues  when  really  the  problems  are 
often  case  mix  and  much  more  serious  and  bigger  issues. 

Mr.  Scanga.  I  agree.  You  are  absolutely  correct.  Yes. 

Mrs.  Johnson.  That  has  been  your  experience  as  well? 

Mr.  Scanga.  Yes. 

Mrs.  Johnson.  Thank  you. 

Thank  you,  Mr.  Chairman. 

Mr.  Cardin.  Mr.  Coyne. 

Mr.  Coyne.  I  have  no  questions. 

If  I  understand  AHA's  outpatient  proposal  it  has  two  parts,  first 
to  limit  cost  during  a  R&D  period  and  then  to  implement  the  rec- 
ommendations. I  guess  my  question  to  you  is:  do  you  have  a  time 
frame  that  you  believe  would  be  reasonable  and  what  is  AHA 
doing  to  help  HCFA  develop  the  necessary  information  to  make  a 
judgment? 

Mr.  Rettig.  We  don't  have  a  specific  time  frame  in  mind.  I  think 
one  has  to  think  about  this  in  terms  analogous  to  physician  reim- 
bursement and  the  several  years  it  is  taking  to  get  into  that. 

As  to  who  should  do  the  research  and  development,  I  believe 
HCFA  should  be  doing  it.  AHA  has  a  significant  data  base  and  is 
happy  to  exchange  and  provide  data  under  the  right  conditions  and 
has  done  that  in  the  past  with  HCFA  and  ProPAC.  We  do  not  have 
the  capacity  to  contract  for  the  major  research  that  probably 
should  be  done. 

Mr.  Coyne.  Could  you  be  a  little  more  specific  as  to  expectations 
on  time.  I  know  there  may  not  be  a  time  schedule  but  it  may  be 
useful  for  you  to  give  us  some  expectation  at  least  in  your  associa- 
tion as  to  what  is  a  reasonable  time  period  to  get  the  necessary  in- 
formation to  make  a  judgment. 

Mr.  Rettig.  The  best  I  can  say  is  we  are  looking  at  several  years 
but  one  could  move  to  an  interim  system  of  cost-based  reimburse- 
ment, subject  to  limits  in  the  interim. 

Mr.  Coyne.  The  administration  has  proposed,  as  I  understand  it, 
a  90-percent  cap.  Do  you  support  that? 

Mr.  Rettig.  If  we  are  talking  about  the  proposal  in  the  adminis- 
tration's budget  to  have  a  10  percent  across-the-board  cut  in  hospi- 
tal outpatient  services,  we  cannot  support  it.  We  think  the  incen- 
tives— as  mentioned  earlier — are  strange,  in  other  words,  if  one 
were  able  to  achieve  significant  cost  savings  even  in  the  order  of  10 
percent,  the  administration's  recommendation  as  I  understand  it, 
would  then  be  that  you  should  be  cut  by  10  percent.  So  it  is  a  cycle. 

There  is  no  way  that  you  can  respond  appropriately  to  it  in  a 
way  that  would  avoid  a  cut. 

Mr.  Coyne.  So  your  association  favors  then  a  different  philoso- 
phy to  control  the  costs  based  upon  costs  with  certain  caps  rather 
than  across-the-board  reduction. 
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.  Mr.  Rettig.  Yes.  A  combination  of  costs  subject  to  limits.  We 
would  attempt  to  the  extent  possible  to  do  that  on  a  per  procedure 
basis,  plus,  although  I  am  aware  that  we  heard  Dr.  Altman  say 
there  should  be  something  more  like  what  has  been  done  for  physi- 
cians in  volume  performance  measures  or  expenditure  caps,  we  be- 
lieve the  way  to  do  this  is  to  do  it  through  improved  utilization  con- 
trol and  surveillance  on  a  focused  basis. 

Mr.  Coyne.  Ms.  Cushman,  as  you  know  HCFA  is  looking  at  some 
demonstration  programs  now  with  regard  to  home  health  care  and 
prospective  payments.  They  are  looking  at  two  different  philoso- 
phies on  reimbursement,  one  on  a  per  visit  and  one  on  a  per  epi- 
sode basis. 

You  touch  upon  that  in  your  testimony.  I  wonder  if  you  could 
elaborate  more  as  to  whether  you  have  certain  concerns  with 
moving  in  either  one  of  those  directions  or  whether  you  think  that 
that  is  the  right  way  to  look  at  it,  either  using  the  per  episode  or 
per  visit  philosophy. 

Ms.  Cushman.  It  is  my  belief  in  going  back  to  some  of  the  task 
forces  that  both  need  to  be  looked  at.  Moving  directly  from  the  cur- 
rent per  cost  per  visit  method  to  a  per  episode  prospective  payment 
systems  might  take  longer  to  study  through  a  demonstration 
project  than  a  fixed  per  visit  fee  system.  We  would  prefer  an  epi- 
sodic payment  long  term  but  there  are  some  great  difficulties  in  de- 
termining what  that  should  be,  including  the  case  mix  and  other 
factors  and  also  what  the  episode  is. 

It  is  very  clear  in  a  hospital  when  somebody  comes  in  and  gets 
admitted  that  that  is  an  episode.  In  home  care  it  can  be  defined 
differently  by  different  agencies.  That  is  one  of  the  things  the 
study  is  going  to  look  at. 

Mr.  Coyne.  Thank  you. 

Thank  you,  Mr.  Chairman. 

Chairman  Stark.  I  want  to  thank  the  witnesses  and  apologize  for 
my  rather  spastic  attendance  this  morning.  I  have  a  couple  of  ques- 
tions. 

Paul,  I  gather  that  the  difference  you  and  I  might  have  is  just 
how  big  the  bundle  ought  to  be.  Is  that  a  fair  statement?  I  general- 
ly think  that  DRG's  are  just  a  bigger  bundle  than  what  you  are 
suggesting. 

Is  that  a  fair  assessment?  Our  argument  is  what  ought  we  to  in- 
clude in  the  various  bundles  and  then  we  are  talking  about  some 
kind  of  a  prospective  payment  system.  You  are  nodding  yes. 

Mr.  Rettig.  We  are  concerned  about  and  not  supportive  of  bun- 
dling as  it  has  often  been  described  which  v/ould  attempt  to  deal 
with  a  visit  or  maybe  even  an  episode. 

Chairman  Stark.  When  you  say  capitation  that  is  a  really  big 
one. 

Mr.  Rettig.  That  is  an  even  bigger  bundle.  We  have  trouble 
knowing  how  that  would  work.  There  is  theoretically  under  cur- 
rent law  maybe,  and  certainly  in  HCFA  directives,  a  notion  already 
that  certain  services  for  people  who  have  been  in  the  hospital  or 
have  been  outpatients  are  supposed  to  be  bundled  in  the  sense  that 
the  hospital  will  bill  for  them. 

This  is  a  policy  that  is  not  in  fact  in  place  because  no  one  in  fact 
knows  how  to  do  it.  In  other  words,  hospitals  see  a  patient,  may 


83 


refer  a  patient  on,  but  have  no  arrangement  for  combining  the  bill- 
ing. It  is  that  kind  of  approach.  If  you  look  at  what  are  hospital 
services  are,  sometimes  it  is  only  a  specimen  going  to  the  hospital 
lab.  That  is  not  a  patient.  It  is  hard  to  bundle  that. 

Sometimes  patients  are  sent  for  one  diagnostic  test  which  is 
available  in  the  hospital  outpatient  department,  not  the  physician's 
office.  As  you  attempt  to  bundle  these,  it  gets  to  be  very  difficult  to 
put  it  all  together. 

We  do  support  what  Dr.  Wilensky  referred  to  with  work  on  the 
ambulatory  patient  groups,  which  is  a  way  to  group  some  of  these 
things  together.  We  see  that  as  a  way  to  more  appropriately  bill  on 
a  procedure  basis,  in  other  words,  group  some  procedures  together 
in  a  way  that  makes  clinical  sense. 

There  is  an  analogy  to  the  ambulatory  outpatient  services  where 
there  are  limits  but  they  are  grouped  into  groups  of  procedures 
that  have  sort  of  relatively  similar  costs. 

Chairman  Stark.  Dr.  Deane,  what  did  you  get  your  doctorate  in? 

Mr.  Deane.  Economics. 

Chairman  Stark.  Help  me,  because  your  testimony  makes  me 
wish  I  had  a  degree  in  accounting.  Can  you  explain  to  me  the  dif- 
ference between  an  annually  rebased  prospective  payment  system 
and  cost  reimbursement? 

Mr.  Deane.  Yes.  Cost  reimbursement  generally  has  associated 
with  it  a  retrospective  nature.  You  incur  the  cost  in  year  1  and,  in 
year  2  or  3,  when  you  report  the  cost,  there  is  some  settlement. 
Those  costs  might  be  subjected  to  some  limits  but  most  costs  pass- 
through. 

A  prospective  system  is  different.  If  you  are  operating  in  year  1, 
you  know  what  your  rates  are  going  to  be  because  those  rates  have 
been  established  in  the  system  you  described,  based  upon  costs 
some  previous  year.  So  the  prospective  has  to  do  with  the  finality 
of  the  rate  that  you  are  operating  under  in  a  given  year. 

Chairman  Stark.  I  see.  So  it  is  sort  of  like  compound  interest.  If 
we  went  to  a  prospective  payment  system  rebased  weekly  you 
would  be  approaching  cost  reimbursement,  would  you  not? 

Mr.  Deane.  I  suppose. 

Chairman  Stark.  Daily.  If  I  paid  you  tomorrow  based  on  what 
you  spent  yesterday,  that  is  still  a  prospective  payment  system  re- 
based rather  currently,  correct? 

Mr.  Deane.  If  you  had  a  certain  design  they  would  be  equivalent. 
However,  associated  with  the  prospective  setting  of  rates  should  be 
the  establishment  of  certain  incentives  so  that  there  are  incentives 
to  reduce  costs  from  one  period  to  the  next. 

Chairman  Stark.  I  have  never  understood,  doctor,  maybe  there 
was  a  course  in  this  that  I  missed,  when  you  get  all  your  money 
back  for  what  you  do,  whether  you  get  it  back  tomorrow,  next  week 
or  next  year,  as  long  as  we  are  also  paying  back  all  the  interest  on 
the  money  borrowed  so  it  doesn't  make  any  difference  how  long  it 
takes  to  pay  back,  what  are  the  incentives  for  a  manager  to  reduce 
costs? 

Mr.  Deane.  You  are  not  guaranteed  to  get  all  costs  back.  You  are 
subject  to  a  limit.  If  I  told  you  I  was  going  to  establish  a  rate  for 
you  or  a  ceiling  of  $20  and  told  you  I  was  going  to  pay  your  actual 
costs  up  to  $20  plus  half  the  difference  between  that  ceiling  and 
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your  actual  costs,  and  you  came  in  at  $19  and  I  paid  you  $19.50  for 
this,  the  next  period  there  would  be  an  incentive  for  you  to  come  in 
under  $19. 

Chairman  Stark.  You  also  want  a  return  on  equity  and  capital 
costs  reimbursed.  Let's  say  I  am  running  the  Bidawee  Acres  Nurs- 
ing Home.  I  run  it  a  few  years  and  inflation  kicks  up  the  value  of 
my  nursing  home.  I  go  to  the  bank  and  refinance  it.  You  want  me 
to  pay  the  higher  mortgage  rates,  right? 

Mr.  Deane.  That  is  not  what  we  are  proposing. 

Chairman  Stark.  But  it  could  be  done  under  your  proposal. 

Mr.  Deane.  That  was  the  problem  with  any  system  that  rebases 
on  change  of  ownership  or  allows  the  amount  the  facility  is  to  be 
repaid  to  be  influenced  by  actions  of  the  provider.  We  believe  there 
ought  to  be  a  reasonable  value  applied  to  the  property  and  a 
known  rental  paid  annually  so  we  are  free  to  adjust  the  debt-equity 
ratios  as  we  wish. 

Chairman  Stark.  You  also  want  me  to  pay  you  a  return  on  your 
equity  and  debt  as  I  understand. 

Mr.  Deane.  I  think  you  ought  to  pay  the  use  value  of  the  assets 
that  are  there.  Whether  it  is  debt  or  equity  is  my  decision. 

Chairman  Stark.  So  your  system  would  say  we  get  rid  of  the 
capital  payments,  get  rid  of  return  on  equity  and  establish  a  rental 
value. 

Mr.  Deane.  Yes,  sir. 

Chairman  Stark.  So  you  don't  want  all  three,  you  are  willing  to 
choose  between  them. 

Mr.  Deane.  No.  In  the  absence  of  a  rental  system  we  would  like 
some  payment  on  equity,  if  not  there  will  be  a  flight  of  equity  from 
the  system  which  may  end  up  being  more  costly  to  you. 

Chairman  Stark.  One  of  the  problems  that  we  had  with  the 
acute  care  hospitals  is  that  they  began  to  trade  these  things  like 
baseball  cards.  You  have  two  hospitals  next  door  to  each  other  and 
you  swap  them  and  raise  the  price.  That  was  getting  to  be  a  little 
expensive  for  the  taxpayers. 

I  didn't  want  to  think  the  American  Health  Care  Association  had 
that  one  in.  It  is  a  fairly  complex  program  you  have  presented.  I 
would  like  to  study  it  in  more  detail  and  perhaps  ask  some  ques- 
tions later. 

I  hope  that  the  panels  who  have  graciously  agreed  to  combine 
their  forces  this  morning  will  work  with  us  on  this  timetable  that 
you  have  heard  us  discuss  earlier  with  HCFA  and  ProPAC.  One  of 
the  Stark  rules  of  thumb  is  that  it  is  10  times  easier  to  defeat  a  bill 
than  it  is  to  push  one  through. 

If  my  salary  were  going  to  be  cut  in  some  bill,  I  would  be  out 
screaming  to  defeat  that  bill.  But  I  do  think  that  if  you  participate 
in  this  and  at  some  point  we  can  all  agree  that  this  is  going  to 
happen,  that  if  you  participate  with  us,  whatever  system  we  put 
into  effect,  let's  say  in  1991,  will  work  better  if  you  all  help  us 
design  it.  You  may  not  like  it  but  at  least  play  ''what  if  with  us 
and  then  go  ahead  and  see  if  you  can  get  the  votes  to  defeat  it 
anyway. 

As  I  say,  I  sense  that  is  coming.  I  get  the  feeling  that  we  have  to 
put  these  things  off.  We  are  faced  with,  in  the  aggregate,  large  in- 
creases. Some  of  it  is,  I  am  sure,  structural  changes  and  some  of  it 
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is  just  cost  reimbursement.  In  my  opinion,  this  is  not  a  way  to  hold 
down  costs.  It  doesn't  seem  to  work. 

I  want  to  thank  you  for  taking  the  time  to  be  with  us  as  we  get 
started  on  this  process.  I  hope  you  will  stay  with  us  as  long  as  you 
can.  We  thank  you  very  much  for  participating  today. 

The  committee  is  adjourned. 

[The  following  is  an  additional  question  from  Mr.  Gradison  to  Mr.  Rettig:] 

You  state  in  your  testimony,  in  the  middle  of  page  2,  that  the  American  Hospital  Association  does  not 
believe  that  a  bundled  fee  system  for  prospective  payment  of  hospital  outpatient  services  would  be  a 
feasible  alternative  to  the  procedure-based  system  you  favor.  Could  you  explain  the  reasons  for  the 
AHA's  position? 

In  developing  its  position  on  payment  for  hospital  outpatient  services,  the 
AHA  examined  several  alternatives,  including  the  continuation  of  cost-based 
pajnnent  indefinitely  and  the  adoption  of  a  "bundled"  fee  system.  Both 
Congress  and  the  Health  Care  Financing  Administration  have  expressed 
considerable  interest  in  the  development  of  a  "bundled  fee"  payment  system. 

Under  such  a  system,  the  basic  unit  of  pa)nnent  would  be  the  episode  of 
treatment,  physician  encounter,  or  visit.     An  "all  inclusive"  fee  would  be  set 
for  each  type  of  visit.     A  single  payment  would  be  made  for  each  visit. 
Hospitals  would  reimburse  other  providers  for  services  included  in  the  bundle 
but  not  provided  by  the  hospital. 

Organizational  Issues 

The  major  problem  that  occurs  using  any  method  of  "bundling"  is  that  hospitals 
frequently  provide  only  the  ancillary  services  related  to  a  visit.     If  a 
bundled  fee  system  is  applied  only  to  hospitals,  diagnostic  and  other  services 
provided  "on  referral"  to  patients  seen  in  private  physicians'   offices  would 
need  to  be  paid  according  to  a    procedure -defined  fee  schedule.     An  outpatient 
pajnnent  system  based  on  bundled  fees  is  really  feasible  only  within  a  health 
maintenance  organization  in  which  it  is  possible  for  the  "plan"  to  link 
services  provided  by  hospitals,  other  suppliers  of  medical  services,  and  the 
physician's  using  the  hospital's  outpatient  services.     Outside  of  these 
arrangements,  the  hospital  has  no  means  of  determining  whether  services 
"ordered"  from  other  providers  were  actually  received  by  the  patient  other 
than  through  the  receipt  of  a  bill.     This  would  result  in  substantial 
increases  in  administrative  costs  and  problems.     It  would  also  put  a  hospital 
at  financial  risk  by  establishing  a  limited  pajmient  for  a  bundle  of  services 
over  which  the  hospital  has  limited  control  at  best. 

Technical  Issues 

A  visit-based  fee  schedule  presents  both  administrative  and  technical 
problems.     Administratively,  the  principal  problem  is  correctly  matching  up 
all  claims  for  individual  procedures  with  the  visits  during  which  they  were 
ordered.     This  problem  is  created  by  the  many  ways  in  which  outpatient  care  is 
delivered. 

Technically,   the  principal  problem  is  that  no  system  of  bundling  outpatient 
services  has  a  demonstrated  ability  to  identify  outpatient  visits    that  are 
clinically  related  and  similar  in  their  use  of  services.     In  addition,  average 
costs  for  each  type  of  visit  are  unknown. 


86 


Administrative  Issues 

A  bundled  system  of  pajnoaent  for  outpatient  seirvices  will  require  substantial 
changes  to  hospital  billing  and  accounting  systems.     Specifically,  it  will 
require  implementation  of  a  national  uniform  procedure  coding  system  for  all 
outpatient  services  as  well  as  systems  linking  procedures  into  bundles  of 
services  regardless  of  when  or  where  the  services  are  delivered. 
Specifically,  comprehensive  implementation  of  a  bundled  fee  system  will 
require  the  negotiation  of  billing  agreements  among  providers,  including 
methods  to  capture  all  services  belonging  within  a  given  bundle.  Formal 
billing  systems  and  relationships  will  have  to  be  established  with  other 
providers  since  hospitals  will  have  to  bill  for  not  only  the  services  they 
provide  but  for  the  services  of  other  providers  -  -  or  vice  versa  depending  on 
the  point  of  origin  of  the  bundle.     Such  arrangements  do  not  currently  exist 
and  imply  a  substantial  reorganization  of  the  medical  care  system. 
Preliminary  results  from  studies  funded  by  HCFA  suggest  that  such  a  system 
will  require  major  changes  in  organizational  relationships  between  hospitals 
and  physicians,  although  a  limited  bundling  of  payment  for  outpatient  surgical 
services  may  be  feasible  and  is  likely  to  be  proposed  by  HCFA.    As  discussed 
above,  the  bundling  of  all  resources  related  to  a  given  procedure  would 
require  only  that  the  charges  for  operating  room  time,  anesthesia,  recovery 
room  time,  and  surgical  supplies  be  associated  with  each  surgical  procedure. 
A  "limited  bundling"  of  tljis  type  would  not  require  the  inclusion  of  all 
ancillary  services  (e.g.,  laboratory  and  radiology  service)  that  were 
"related"  to  the  surgery  on  the  same  bill. 


[Whereupon,  at  12:10  p.m.,  the  hearing  was  adjourned.] 
[Submissions  for  the  record  follow:] 
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STATEMENT  OF  D.  MCWILLIAMS  KESSLER,  PRESIDENT 
AMERICAN  ASSOCIATION  OF  EYE  AND  EAR  HOSPITALS 


Mr.  Chairman,  I  am  D.  McWilliams  Kessler,  President  of  the  American 
Association  of  Eye  and  Ear  Hospitals  (AAEEH)  and  Executive  Director  of 
the  Wills  Eye  Hospital  in  Philadelphia,  Pennsylvania.  Nationwide,  there 
are  approximately  twenty  eye  and  ear  specialty  hospitals  and  the  AAEEH 
represents  fourteen  of  these  health  care  institutions.  I  am  pleased  to  have 
this  opportunity  to  present  the  AAEEH's  views  on  certain  issues  relating  to 
the  FY91  budget,  especially  those  relating  to  payments  for  hospital  outpa- 
tient surgery,  services,  and  capital-related  costs  under  Medicare  Part  B. 
The  AAEEH  congratulates  the  Chairman  on  his  efforts  today  to  address 
what  we  feel  is  an  issue  of  great  consequence  in  the  Medicare  budget  de- 
bate. 

There  are  currently  several  issues  concerning  Medicare  payment  policy 
that  are  of  critical  importance  to  eye  and  ear  specialty  hospitals. 
Congressional  action  on  these  proposals  during  1990  is  likely  to  have  a  sig- 
nificant impact  on  the  ability  of  eye  and  ear  specialty  hospitals  to  continue 
to  deliver  high  quality  health  care  services  to  the  patients  they  treat,  espe- 
cially the  Medicare  beneficiary,  and  to  serve  as  national  referral  centers 
for  these  specialized  medical  services. 

These  issues  are  (1)  reductions  in  the  amount  the  Medicare  program  pays 
hospitals  for  their  outpatient  capital-related  costs;  (2)  reductions  in  the 
amount  Medicare  pays  for  ambulatory  surgery  and  services  performed  in 
the  hospital  outpatient  department;  (3)  the  development  of  a  Medicare 
prospective  payment  system  for  ambulatory  surgery  and  services;  and, 
most  importantly,  (4)  the  continuation  of  the  Medicare  payment  adjust- 
ment for  qualified  eye  and  ear  specialty  hospitals  which  is  due  to  expire  in 
1990. 

Introduction 

While  aU  hospitals  which  provide  ambulatory  surgical  procedures  will  be 
affected  by  these  changes,  most  hospitals  rely  on  the  inpatient  setting  to 
generate  most  of  their  revenues.  Not  so  for  eye  and  ear  specialty  hospi- 
tals. These  institutions  receive  the  majority  of  their  revenues  from  surgical 
procedures  performed  on  an  outpatient  basis.  They  are  all  urban  facilities 
with  significant  teaching  programs.  And,  given  the  nature  of  their  special- 
ty, the  patient  mix  in  these  institutions  is  largely  comprised  of  Medicare 
beneficiaries.  As  such.  Medicare  outpatient  payments  make  up  a  high  pro- 
portion of  total  revenues  for  these  specialty  institutions.  These  and  other 
factors  make  eye  and  ear  specialty  hospitals  particularly  vulnerable  to 
changes  in  Medicare  payment  policy. 

To  offset  the  impact  of  Medicare  payment  changes  on  these  institutions 
and  recognizing  the  need,  to  maintain  access  to  these  unique  services  for 
Medicare  beneficiaries.  Congress  enacted  a  special  Medicare  payment  ad- 
justment for  ambulatory  surgical  procedures  performed  in  qualified  eye 
and  ear  hospitals.  Enacted  in  1987,  this  payment  adjustment  is  set  to  ex- 
pire in  FY91. 

When  the  adjustment  was  enacted,  it  was  thought  that  by  FY91  a  Medicare 
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prospective  payment  system  for  hospital  ambulatory  surgery  performed 
on  Medicare  beneficiaries  would  be  ready  for  implementation. 
Unfortunately,  Congress  is  no  closer  to  developing  a  design  for  such  a  sys- 
tem. Such  significant  delays  in  the  development  of  a  workable  prospec- 
tively based  payment  system  for  ambulatory  surgery  and  services  makes 
the  continuation  of  the  current  payment  adjustment  for  eye  and  ear  spe- 
cialty hospitals  imperative. 

Short  of  viable  solutions  and  unable  to  reach  a  consensus  on  developing  a 
new  Medicare  outpatient  payment  system,  the  Administration  and 
Congress  have  been  allowing  federal  budget  deficit  constraints  to  drive 
their  Medicare  outpatient  payment  policy  decisions  entirely.  Regrettably, 
outpatient  payment  rates  have  been  cut  merely  to  achieve  savings,  not  for 
larger  health  policy  reasons  or  with  an  eye  toward  designing  an  equitable 
payment  mechanism. 

Eye  and  ear  specialty  hospitals  are  being  swept  along  in  a  tidal  wave  of  in- 
discriminate payment  reductions  designed  for  other  types  of  acute  care 
hospitals.  These  reductions  are  already  squeezing  eye  and  ear  specialty 
hospitals  who  are  finding  it  more  and  more  difficult  to  cover  their  opera- 
tional costs  and  those  costs  related  to  capital  expenditures.  A  national 
health  care  resource  is  threatened  by  the  indiscriminate  and  wholesale  re- 
ductions in  payments  to  hospital  outpatient  departments. 

Clearly,  further  payment  reductions  will  cause  irreparable  harm  to  eye  and 
ear  hospitals-harm  that  is  unavoidable  even  given  prudent  management 
decisions  by  hospital  administrators  and  efficiency  initiatives  on  factors 
within  their  control.  The  combined  effects  of  Medicare  payment  reduc- 
tions and  reform  could  indeed  threaten  the  very  existence  of  the  nation's 
eye  and  ear  specialty  hospitals. 

•  Reductions  in  Medicare  Payments  for  Hospital  Outpatient  Capital- 
Related  Costs 

Status 

Until  this  year.  Medicare  payments  for  capital-related  costs  (including  de- 
preciation, interest,  and  rent)  allocated  to  the  hospital  outpatient  depart- 
ment were  paid  at  100%  of  costs.  The  FY90  Omnibus  Budget 
Reconciliation  Act  (P.L.  101-239)  reduced  these  payments  by  15%-or  to  85% 
of  costs.  This  reduction  in  payments  applies  to  capital  costs  incurred  for 
hospital  cost  reporting  periods  beginning  during  FY90  (10-1-89  to  9-30-90). 

Medicare  payments  for  hospital  inpatient  capital-related  costs  were  also 
reduced  by  15%,  but  the  reduction  applies  to  portions  of  cost  reporting  pe- 
riods occurring  during  the  period  of  1-1-90  to  9-30-90.  The  discrepancy  in 
the  effective  dates  for  the  Medicare  payment  reductions  for  inpatient  and 
outpatient  capital-related  costs  is  a  large  one,  with  significant  conse- 
quences for  some  hospitals. Most  important,  however,  is  the  fact  that 
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Congress  has  never  before  reduced  payments  for  outpatient  capital-relat- 
ed costs,  although  incremental  decreases  in  payments  for  inpatient  capital 
costs  have  occurred  over  the  past  few  years.  The  only  policy  reason  given 
for  the  outpatient  capital  payment  reduction-and  it  was  stated  off-the- 
record-was  to  "improve  equity  in  Medicare  payments  for  all  Medicare 
services."  That  kind  of  thinking  is  terribly  shortsighted,  for,  among  other 
reasons,  services  are  not  the  same  in  the  two  settings  and  neither  are  the 
capital  commitments. 

In  its  FY91  budget  proposal,  the  Bush  Administration  has  recommended 
that  Medicare  capital  payments  for  hospital  outpatient  departments  be 
paid  at  85%  of  costs  for  rural  hospitals  and  75%  of  costs  for  urban  hospi- 
tals. These  payment  reduction  proposals  were  made  solely  for  budgetary 
reasons. 

Discussion 

YAth.  the  implementation  of  the  inpatient  prospective  payment  system  in 
1983,  Congress  encouraged  hospitals  to  shift  appropriate  services  to  the 
less  expensive  outpatient  setting.  Eye  and  ear  hospitals  responded  to 
these  incentives  like  no  other  class  of  hospitals.  Significant  capital  obliga- 
tions were  taken  on  in  order  to  achieve  this  objective.  Costs  related  to  new 
construction  and  renovation,  as  well  as  investments  in  updated  clinically 
effective  technology  and  other  fixed  and  moveable  equipment,  were  all  in- 
curred with  the  understanding  and  expectation  that  reimbursement  under 
the  Medicare  program  would  be  adequate.  Hospitals  were  counting  on 
such  predictability  and  certainty  when  these  significant  financial  commit- 
ments were  made. 

The  recently  enacted  15%  cut  in  Medicare  outpatient  capital  payments  to 
hospitals  who  have  adhered  to  the  congressionally-created  incentives  and 
who  are  now  dependent  on  outpatient  revenues  for  survival,  worsens 
their  already  fragile  financial  condition  and  threatens  continued  access  to 
care.  Certainly,  a  25%  reduction  like  the  one  proposed  by  President  Bush 
would  be  devastating.  Cuts  of  this  magnitude  will  not  only  hamper  eye 
and  ear  specialty  hospitals'  ability  to  modernize  and  deliver  high  quaUty 
care,  but  will  act  as  a  disincentive  to  develop  and  render  new  procedures 
in  the  more  cost  efficient  outpatient  setting-skewing  the  very  purpose  of 
the  prospective  payment  system. 

Cutting  payments  to  hospitals  for  outpatient  capital  costs  during  a  time  of 
continuing  transition  m  site  of  delivery  of  health  care  is  not  prudent.  Also, 
it  sends  the  wrong  signal  at  a  time  when  new  and  innovative  procedures 
are  being  developed  specifically  for  the  outpatient  setting.  Further  reduc- 
tions in  payments  to  hospital  outpatient  departments  for  their  capital  costs 
prior  to  the  design  and  implementation  of  a  thoughtful  and  uniform  out- 
patient prospective  payment  system  under  the  Medicare  Part  B  program, 
could  have  a  deleterious  impact  on  the  availability  of  the  highly  specialized 
care  delivered  by  eye  and  ear  specialty  hospitals  to  Medicare  beneficiaries. 
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•  Reductions  in  Medicare  Payments  for  Hospital  Outpatient  Surgery  and 
Services 

(a)  Fy90  hospital  outpatient  operational  payment  reductions 
Status 

As  part  of  the  sequestration  component  of  the  FY90  budget  reconciliation 
act,  operational  payments  to  hospitals  for  services  rendered  under 
Medicare  Part  B  were  reduced  2.092%  for  the  period  from  10-1-89  to  3-31- 
90.  Unlike  the  sequestration  reductions  in  payments  for  Medicare  Part  A 
services  which  essentially  ended  on  1-1-90,  sequestration  reductions  in 
payments  for  Medicare  Part  B  services-including  payments  for  hospital 
outpatient  department  surgery  and  services-extend  for  another  three 
months  at  minus  2.092%  and  are  then  subject  to  an  additional  sequester  re- 
duction of  1.4%  for  the  period  4-1-90  to  9-30-90. 

Discussion 

There  is  a  general  misunderstanding  as  to  how  hospitals  are  paid  for  am- 
bulatory surgery  and  services  provided  in  their  outpatient  departments. 
Many  think  that  all  payments  to  hospitals  are  made  under  the  Medicare 
Part  A  program  and  that  payments  to  physicians  are  made  under  Medicare 
Part  B.  There  is  a  general  lack  of  realization  that  hospitals  also  receive 
payments  under  the  Medicare  Part  B  program  for  surgery  and  services 
rendered  in  their  outpatient  departments. 

This  misperception  has  exacerbated  some  very  unfortunate  budget  recon- 
ciliation decisions,  not  the  least  of  which  is  that  the  FY90  Medicare  Part  B 
sequester  order  applies  to  payments  to  hospital  outpatient  departments 
not  just  to  physicians  and  ancillary  services.  Hospitals  which  are  heavily 
dependent  on  revenues  generated  from  Medicare  Part  B  services-like  eye 
and  ear  specialty  hospitals-have  subsequently  been  disproportionately  af- 
fected by  the  sequestration  order  for  Part  B  as  compared  to  other  acute 
care  facilities. 

(b)  FY91  proposals  to  reduce  payments  to  hospital  outpatient  depart- 
ments 

Status 

The  President's  FY91  Medicare  budget  proposal  calls  for  $5.5  bilUon  in 
Medicare  spending  reductions.  Under  the  Administration's  plan. 
Medicare  payments  for  hospital  outpatient  services  would  be  reduced  by 
10%  for  services  performed  on  or  after  10-1-90;  this  reduction  would  apply 
only  to  payments  for  operating  (non-capital)  costs.  At  a  savings  of  $670 
million  in  FY91,  this  item  represents  the  fourth  largest  Medicare  budget 
reduction  proposal. 
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Discussion 

The  Administration's  FY91  proposal  to  reduce  Medicare  payments  for  lios- 
pital  outpatient  department  services  by  10%  will  greatly  exacerbate  the  al- 
ready fragile  financial  condition  of  hospitals  which  depend  heavily  on 
Medicare  outpatient  revenues,  specifically  eye  and  ear  facilities.  Such  an 
indiscriminate  and  wholesale  outpatient  payment  reduction  in  Medicare 
Part  B  payments  will  cause  irreparable  harm  to  these  facilities  and  will 
threaten  access  to  this  specialized  care  by  Medicare  beneficiaries. 

(c)   Payment  update  for  ambulatory  surgical  procedures 

Status 

In  1986,  Congress  implemented  a  new  payment  methodology  for  facility 
services  provided  by  hospital  outpatient  departments  in  conjunction  with 
ambulatory  surgery,  effective  for  cost  reporting  periods  beginning  on  or 
after  10-1-87.  The  new  methodology  has  significantly  changed  the  way 
hospitals  are  reimbursed  for  ambulatory  surgery  services. 

Hospital  outpatient  departments  performing  procedures  approved  for 
ambulatory  surgical  centers  are  paid,  in  part,  according  to  the  lesser  of  the 
amount  they  would  have  received  under  traditional  cost-based  reimburse- 
ment or  an  amount  based  on  a  blend  of  the  hospital-specific  costs  and  the 
rate  paid  to  ASCs.  This  blended  rate  is  currently  50%  hospital  specific  costs 
and  50%  ASC  rate.  For  qualifying  eye  and  ear  specialty  hospitals,  the 
blend  is  75%/25%  until  FY91,  when  the  blend  will  revert  to  50%/50%. 

Because  hospital  payments  for  approved  ambulatory  procedures  are  based 
in  part  on  the  rates  paid  to  ASCs,  the  annual  update  in  the  ASC  rates  is  of 
critical  importance.  These  payment  rates  have  not  been  updated  for  three 
years.  Long  overdue  regulations  containing  the  proposed  1988  and  1989 
rates  were  finally  published  by  the  Department  of  Health  and  Human 
Services  (HHS)  on  2-8-90.  On  average,  the  1988  and  1989  ASC  rates  were 
increased  by  5.5%,  and  the  ASC  rates  for  services  rendered  on  or  after  3- 
12-90  were  increased  by  4.8%.  The  rates  are  to  be  applied  prospectively 
essentially  skipping  the  required  annual  update  for  previous  years. 

Discussion 

Since  hospitals  are  paid  on  the  basis  of  a  blended  hospital-specific /ASC 
payment  rate,  the  effect  of  the  recently  pubHshed  updated  ASC  rates  is 
only  expected  to  raise  payments  to  hospitals  an  average  of  2.2%,  according 
to  HCFA 

There  are  a  number  of  factors  that  explain  the  cost  differences  between 
OPDs  and  ASCs-cost  differences  for  which  a  mere  2.2%  increase  in  pay- 
ments does  not  compensate.  Severity  and  complexity  of  cases,  standby  ca- 
pacity, uncompensated  care  load,  the  level  of  teaching  activity,  regulatory 
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requirements,  and  malpractice  costs  are  just  a  few  of  these  facilities. 

In  addition,  operating  costs  incurred  by  hospital  outpatient  departments 
have  increased  over  the  past  few  years,  as  has  demand  for  these  special- 
ized services.  Higher  resources  prices,  especially  in  terms  of  hospital 
wages,  have  risen.  New  drugs  and  new  technologies  have  yielded  sub- 
stantial benefits  to  patients  but  have  also  added  significantly  to  the  cost  of 
care.  One-third  of  hospital  expenses  is  for  items  essential  to  patient  care, 
including  medical  supplies  and  pharmaceuticals,  utilities,  food,  and  admin- 
istrative and  housekeeping  supplies.  Clearly,  a  2.2%  increase  in  payments 
for  hospital  outpatient  surgery  neither  accounts  for  nor  recognizes  the  in- 
creases in  costs  experienced  by  hospitals  in  that  setting. 

More  importantly,  though,  the  AAEEH  is  deeply  concerned  that  the  ASC 
rate  increase  has  been  inappropriately  used  as  a  tool  to  achieve  federal 
budget  deficit  reductions  under  the  Medicare  program.  Manipulating  the 
ASC  rate  update  merely  to  achieve  budget  savings  is  shortsighted,  unfair, 
and  certainly  does  not  lend  predictability  or  certainty  to  an  already  fragile 
payment  system. 

Recent  reports  have  revealed  that  the  blended  payment  amounts  paid  to 
hospitals  for  outpatient  surgery  do  not  nearly  cover  the  costs  incurred  by  a 
hospital  outpatient  department  to  perform  the  surgery.  According  to  a 
1989  study  conducted  by  the  Prospective  Payment  Assessment  Commission 
(PROPAC),  if  hospitals  were  reimbursed  using  the  ASC  payment  rates 
alone,  their  rates,  on  average,  would  be  38%  less  than  the  outpatient  de- 
partment facility  costs  per  case.  Under  the  50%/50%  blended  payment 
methodology-which  eye  and  ear  specialty  hospitals  will  be  forced  to  move 
to  in  FY91  if  their  adjustment  is  not  extended-payments  are  approximate- 
ly 19%  less  than  costs,  according  to  PROPAC.  Therefore,  the  greatest  im- 
plication of  the  PROPAC  study  is-  that  under  the  current  payment  policy. 
Medicare  hospital  outpatient  payment  rates  are  severely  lagging  behind 
costs. 

Since  the  hospital  outpatient  payment  rates  already  do  not  reflect  the  true 
cost  of  delivery  for  ambulatory  services,  continued  recognition  of  the  spe- 
cial payment  adjustment  to  eye  and  ear  specialty  hospitals  is  critical. 
These  facilities  are  very  concerned  that  absent  the  continuation  of  their 
Medicare  payment  adjustment,  access  and  quality  may  be  reduced. 
Inadequate  payment  rates  will  constrain  their  ability  to  care  for  patients 
and  will  keep  them  from  investing  in  specialized  modern  technology  and 
equipment  needed  to  continue  to  provide  care. 

•  The  Development  of  a  Prospective  Payment  System  for  Ambulatory 
Surgery  and  Services 

Status 


Currently,  there  are  a  number  of  research  groups  in  the  process  of  devel- 
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oping  a  prospective  payment  system  methodology  for  ambulatory  surgery 
and  services.  Input  from  these  efforts,  as  well  as  recommended  approach- 
es to  be  gleaned  from  overdue  congressionally  mandated  reports,  v^ill  play 
a  large  role  in  shaping  the  future  payment  system  for  services  rendered  in 
the  ambulatory  setting. 

In  1986,  Congress  directed  HHS  to  design  a  prospective  payment  system 
for  hospital-based  ambulatory  surgery  for  implementation  by  10-1-89. 
Congress  also  requested  that  HHS  develop  a  model  PPS  for  all  outpatient 
services  for  implementation  by  1-1-91.  HCFA  Administrator  Gail  Wilensky 
has  indicated  that  one  report  containing  reconunendations  on  a  payment 
methodology  for  hospital  outpatient  surgery  and  services  will  be  complet- 
ed by  1-1-91. 

In  its  April,  1989,  report,  PROPAC  recommended  a  prospective  payment 
system  for  ambulatory  surgery  based  on  a  blend  of  hospital-specific  costs, 
average  hospital  costs  for  each  of  the  ASC  payment  groups  on  a  regional 
basis,  and  the  ASC  payment  rate.  Congress  expressed  very  little  enthusi- 
asm for  this  "tri-blended  rate"  proposal  largely  because  it  did  not  save  the 
Medicare  program  money;  in  fact,  it  increased  spending.  PROPAC  is  now 
in  the  process  of  developing  an  alternative  PPS  for  ambulatory  services. 

PROPAC  will  release  a  congressionally-mandated  report  on  7-1-90  which 
will  describe  and  explain  the  sources  of  growth  in  spending  for  hospital 
outpatient  services,  the  differences  between  costs  of  delivering  services  in 
a  hospital  outpatient  department  as  opposed  to  providing  similar  services 
in  other  appropriate  settings,  the  effects  on  the  hospital  outpatient  costs  of 
the  stepdown  method  used  to  allocate  hospital  capital  between  inpatient 
and  outpatient  departments,  and  the  extent  to  which  hospital  OPD  costs 
were  affected  by  the  implementation  of  PPS  and  by  increased  review  of 
such  services  by  peer  review  organizations  (PROs). 

In  March,  1991,  PROPAC  plans  to  release  its  report  on  alternative  meth- 
ods for  reimbursing  hospitals  for  services  in  OPDs  under  the  Medicare 
program,  including  prospective  payment  methods,  fee  schedules,  and 
other  such  methods  as  are  deemed  appropriate. 

Several  research  groups  are  developing  proposed  methodologies  for  a 
PPS  for  ambulatory  surgery  and  services.  Although  several  payment  sys- 
tems are  under  development,  PROPAC  has  selected  four  for  review  be- 
cause they  are  potentially  the  most  applicable  systems.  They  include  (1)  the 
current  ambulatory  surgery  center  (ASC)  groups;  (2)  Products  of 
Ambulatory  Care  Services  (PACS)  and  Products  of  Ambulatory  Surgery 
(PAS);  (3)  Ambulatory  Visit  Groups  (AVGs);  and  (4)  Ambulatory  Service 
Weighting  System  (ASWS).  Of  these  four  methodologies,  AVGs  now 
known  as  Ambulatory  Patient  Groups  (APGs)  appear  to  be  the  most 
promising.  The  APG  system  is  being  designed  to  parallel  the  diagnosis  re- 
lated grouping  (DRG)  concept  with  a  visit  being  the  basic  unit  of  classifica- 
tion as  opposed  to  an  inpatient  admission. 


33-130  -  90  -  4 
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In  January,  1990,  the  hospital  industry,  under  the  auspices  of  the  American 
Hospital  Association  (AHA),  developed  a  proposal  for  reform  of  current 
Medicare  outpatient  payment  policies.  The  payment  reform  proposal  calls 
for  a  procedure-based  outpatient  fee  schedule  through  the  establishment 
of  reasonable  cost  limits  as  an  interim  step  toward  the  establishment  of  an 
outpatient  PPS. 

Discussion 

PROPAC's  recent  work  reveals  that  the  current  payment  system  reimburs- 
es all  hospitals  inadequately.  Therefore,  designing  a  payment  system 
yielding  approximately  the  same  results  for  acute  care  hospitals  as  does 
the  current  50%/50%  payment  level,  it  is  not  a  viable  alternative.  Once  an 
adequate  and  realistic  base  is  established,  a  prospective  payment  system 
can  be  put  into  place.  In  this  sense,  the  current  methodologies  under  study 
all  have  significant  drawbacks  which  will  need  to  be  addressed. 

A  major  limitation  of  the  current  favorite,  the  APG  system,  is  the  use  of  a 
visit  as  opposed  to  an  episode  as  the  basic  unit  of  classification.  Use  of  any 
visit-based  payment  system  can  potentially  encourage  more  visits  to  be 
performed. 

As  an  interim  approach,  the  payment  system  proposed  by  AHA  holds  great 
promise  and  would  stabiUze  the  current  payment  system  until  the  details  of 
a  comprehensive  prospective  payment  system  could  be  hammered  out. 
Congress  should  give  the  AHA  proposal  serious  consideration. 

Clearly,  designing  a  prospective  payment  system  for  ambulatory  surgery 
and  services  is  a  complex  and  challenging  initiative.  What  is  needed  is  a 
thoughtful,  uniform  payment  system  for  outpatient  services  that  recog- 
nizes the  differences  between  different  sites  of  care;  hospitals  would  also 
need  a  sufficient  period  of  time  to  efficiently  convert  to  the  new  system. 
Just  as  important  is  the  need  to  look  beyond  the  payment  mechanism  and 
to  ameliorate  the  effects  of  the  system  on  specialty  hospitals. 

Congress  must  stabilize  the  current  payment  system  until  it  designs  a 
workable  prospective  payment  system  for  outpatient  surgery  and  services 
that  assures  adequacy  of  payment  and  preserves  access  to  high  quality 
care.  As  an  interim  step,  this  can  be  accompUshed  by  adopting  a  proce- 
dure-based outpatient  fee  schedule  through  the  establishment  of  reason- 
able cost  limits. 

•  Continuation  of  the  Special  Medicare  Payment  Adjustment  for 
Outpatient  Surgery  Performed  in  Qualified  Eye  and  Ear  Specialty 
Hospitals 

Status  ) 


To  offset  the  impact  on  eye  and  ear  specialty  hospitals  of  payment  system 
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changes  for  ambulatory  surgical  procedures.  Congress  enacted  an  adjust- 
ment to  the  Medicare  law  which  recognizes  the  magnitude  of  this  source 
of  revenue  for  these  types  of  facilities  and  maintains  access  to  these  unique 
services  for  Medicare  beneficiaries.  Under  the  provision,  qualified  eye  and 
ear  specialty  hospitals  are  paid  the  lesser  of  their  costs  or  charges  or  a 
blended  rate  of  75%  hospital-specific  costs  and  25%  ASC  rate.  The  pay- 
ment adjustment,  included  in  Section  4068  of  the  Omnibus  Budget 
Reconciliation  Act  of  1987  (P.L.  100-203),  expires  at  the  end  of  FY90. 

In  its  April,  1989,  report  to  Congress,  PROPAC  recommended  that 
Medicare  payment  for  ambulatory  surgical  procedures  performed  in  eye 
and  ear  specialty  hospitals  be  the  same  as  it  is  for  other  hospitals. 
According  to  PROPAC  analysis,  eye  and  ear  specialty  hospitals'  costs  are 
comparable  to  those  of  other  hospitals  within  their  peer  group  (i.e.,  urban, 
teaching  hospitals).  PROPAC  also  felt  that  the  approximately  eighteen  eye 
and  ear  specialty  hospitals  is  a  statistically  insignificant  number  of  facili- 
ties to  justify  a  adjustment. 

PROPAC  did,  however,  indicate  in  their  report  that  they  believe  eye  and 
ear  specialty  hospitals  are  potentially  more  vulnerable  to  changes  in 
Medicare  outpatient  surgery  payments  than  other  types  of  hospitals  even 
though  they  may  have  comparable  costs. 

Discussion 

According  to  PROPAC,  there  are  three  compelling  factors  which  demon- 
strate the  potential  vulnerability  of  eye  and  ear  specialty  hospitals  to 
changes  in  Medicare  outpatient  payment  poUcy.  First,  eye  and  ear  special- 
ty hospitals'  relative  proportion  of  outpatient  services  versus  other  ser- 
vices is  high;  second,  the  majority  of  eye  and  ear  specialty  hospitals'  cases 
are  in  the  payment  groups  that  sustain  the  greatest  reductions  under  cur- 
rent Medicare  payment  policies;  and  finally,  eye  and  ear  specialty  hospi- 
tals' proportion  of  Medicare  utilization  is  higher  than  other  acute  care 
hospitals. 

Unlike  other  institutions,  eye  and  ear  specialty  hospitals  have  less  flexibili- 
ty to  respond  to  shortfalls  in  Medicare  payments  because  most  of  their  pa- 
tients are  Medicare  beneficiaries.  There  is  Uttle,  if  any,  margin  for  error 
since  these  facilities  have  a  very  limited  abiUty  to  recover  losses  from  other 
sources. 

Moreover,  eye  and  ear  specialty  hospitals  are  the  premier  centers  for  spe- 
cialized procedures,  they  are  major  referral  centers,  they  comprise  the 
most  innovative  teaching  programs  in  the  country  and  they  treat  severely 
ill  patients.  For  these  reasons.  Congress  granted  a  Medicare  payment  ad- 
justment for  outpatient  surgery  performed  in  these  institutions.  The  pay- 
ment adjustment  should  be  maintained  and  extended  at  least  until  an  ade- 
quate prospective  payment  system  is  implemented  for  hospital  outpatient 
procedures. 
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Conclusion 

Pressures  to  reduce  federal  spending  under  the  Medicare  program  should 
not  be  the  motivating  factor  in  designing  a  prospective  payment  system  for 
ambulatory  surgery  and  services.  Manipulating  the  ASC  payment 
rate-on  which  hospital  payment  rates  are  based-and  reducing  payments 
for  capital  costs  and  outpatient  services  merely  to  achieve  budgetary  sav- 
ings is  short-sighted,  unfair,  and  certainly  does  not  lend  predictability  or 
certainty  to  an  already  fragile  payment  system. 

Likewise,  annual  ASC  payment  rates  should  adequately  reflect  increases 
in  the  costs  of  advances  in  medical  technology,  increases  in  the  costs  of 
care,  and  the  justifiable  cost  differences  between  hospital  outpatient  de- 
partments and  freestanding  ASCs. 

Because  eye  and  ear  specialty  hospitals  are  particularly  vulnerable  to 
changes  in  Medicare  outpatient  payment  poHcy,  the  special  payment  ad- 
justment should  be  extended  at  least  until  Congress  implements  an  equi- 
table prospective  payment  system  for  ambulatory  surgery  and  services 
that  adequately  recognizes  the  unique  characteristics  of  these  institutions. 

Finally,  I  am  pleased  to  inform  you  that  that  three  of  our  members  institu- 
tions, Massachusetts  Eye  &  Ear  Infirmary  in  Boston,  Massachusetts, 
Bascom  Palmer  Eye  Institute  in  Miami,  Florida,  and  Wills  Eye  Hospital 
have  recently  been  selected  by  a  team  of  experts  from  Georgetown 
University's  Department  of  Community  and  Family  Medicine  and  by  a  na- 
tionwide survey  of  leading  medical  specialists  as  being  among  the  nation's 
best  hospitals  in  ophthalmology.  Massachusetts  Eye  &  Ear  Infirmary  was 
also  recognized  as  excelling  in  otolaryngology. 

So  that  these  specialty  institutions  and  the  other  members  faciUties  of  the 
association  can  continue  to  excel,  we  support  a  continuation  of  the 
Medicare  payment  adjustment  for  outpatient  surgery  performed  in  eye 
and  ear  specialty  hospitals  and  urge  you  to  reject  further  cuts  in  Medicare 
payments  for  hospital  outpatient  capital-related  costs  as  well  as  for  out- 
patient surgery  and  services. 

Thank  you  for  the  opportunity  to  present  the  American  Association  of  Eye 
and  Ear  Hospitals'  views  on  these  critical  issues. 
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TESTIMONY  OF  MICHAEL  F.  RODGERS 
AMERICAN  ASSOCIATICW  OF  HOMES  FOR  THE  AGING 
Before  the  Siabcommittee  on  Health 
Conmiittee  on  Ways  and  Means 
United  States  House  of  Representatives 
May  10,  1990 
on 

FISCAL  YEAR  1991  BUDGET  ISSUES 
RELATED  TO  MEDICARE 
PROSPECTIVE  PAYMENT 


The  American  Association  of  Homes  for  the  Aging  (AAHA)  is  a  national 
nonprofit  association  representing  over  3,500  nonprofit  facilities 
providing  health  care,  housing,  continuing  care  retirement  programs,  and 
community  services  to  more  than  500,000  older  individuals  every  day. 
Seventy-five  percent  of  AAHA  homes  are  affiliated  with  religious 
organizations,  while  the  remaining  are  sponsored  by  private  foundations, 
fraternal  organizations,  government  agencies,  unions,  and  community  groups. 
With  strong  community  involvement  and  long-standing  community  ties,  AAHA's 
members  are  committed  to  meeting  the  physical,  social,  emotional  and 
spiritual  needs  of  their  residents  in  a  manner  which  enhances  residents' 
sense  of  self-worth  and  dignity  and  allows  them  to  function  at  their 
highest  level  of  independence. 

Mr.  Chairman,  we  appreciate  the  opportxonity  to  comment  on  behalf  of  our 
association  concerning  issues  related  to  prospective  payment  for  skilled 
nursing  care  under  the  Medicare  program. 

Before  discussing  reform  of  payments  to  skilled  nursing  facilities,  I  need 
to  put  that  payment  system  in  context. 

As  you  know,  the  majority  of  the  costs  for  long-term  care  are  paid  for  by 
individuals  out  of  private  f\ands,  and  when  income  and  savings  are  depleted, 
most  individuals  must  depend  on  Medicaid.    In  the  past  several  years. 
Medicare  expenses  for  nursing  home  care  have  constituted  only  about  2%  of 
total  Medicare  spending.    Between  1984  and  1988,  SNF  utilization  increased 
about  only  3.2  percent  annually. 

Medicare  utilization  of  skilled  nursing  services  did  increase  dramatically 
in  1989.  This  was  a  result  of  enactment  of  the  Medicare  Catastrophic 
Coverage  Act  of  1988  and  prior  changes  in  coverage  guidelines/eligibility 
by  the  Health  Care  Financing  Administration  (HCFA).    As  you  know,  the 
Catastrophic  Coverage  Act  eliminated  the  three-day  prior  hospitalization 
requirement  for  skilled  nursing  facility  (SNF)  care,  increased  the  number 
of  covered  days  from  100  to  150,  and  changed  the  coinsurance  system.    As  a 
result.  Medicare  expenses  for  SNF  care  increased  approximately  270%  (to 
$3.5  billion)  in  1989.    Such  expenditures,  however,  are  likely  to  be  a 
temporary  aberration.    Ihe  Catastrophic  Coverage  Act  was  repealed,  and  the 
prior,  more  limited  SNF  coverage  was  reinstated.    Thus,  we  expect  to  see  a 
decline  in  SNF  utilization  and  expenditures,  to  a  level  slightly  above  that 
of  1988. 

Clarifications  of  SNF  coverage  criteria,  v*iich  were  implemented  by  HCFA  in 
1988,  could  mean  that  future  utilization  and  expenditures  remain  slightly 
higher  (about  10-15%)  than  1988,  but  barring  further  changes  in  coverage, 
the  SNF  benefit  seems  destined  to  remain  a  very  modest  portion  of  Medicare 
expenses . 
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There  is,  of  course,  pressure  to  change  that.    The  Pepper  Commission 
recognized  the  problems  resulting  from  the  private  pay  or  impoverishment 
alternatives  which  face  the  elderly  who  need  long-term  care.  The 
Commission  has  recommended  an  expanded  federal  role  in  nursing  home  and 
home  care,  as  well  as  an  enhanced  federal-state  program  which  would  protect 
more  income  and  resources  than  the  current  Medicaid  program.  Currently, 
however,  given  present  budgetary  constraints,  a  large  expansion  in  the  SNF 
benefit  does  not  seem  likely  in  the  near  future. 

Problems  of  the  Current  SNF  Payment  System 

It  is  important  to  point  out  that  the  real,  though  modest,  cost  increase  in 
the  SNF  benefit  has  resulted  not  from  the  actual  costs  of  care  but  rather 
from  significant  changes  in  the  benefits  structure  in  1989  which  resulted 
in  increased  numbers  of  people  being  served.    AAHA  does  not  believe  that 
the  retrospective  nature  of  payment  is  the  primary  problem  with  SNF  payment 
methodology.    The  real  problem  is  that  the  Medicare  program  is  not  paying 
the  full  costs  of  care  for  Medicare  program  beneficiaries,  leaving 
providers  at  risk  for  the  balance  of  the  cost.    While  some  research  has 
shown  that  prospective  payment  systems  tend  to  contain  costs  more  than 
retrospective  systems,  the  current  SNF  reimbursement  methodology  is  already 
holding  down  costs  through  the  use  of  restrictive  caps,  known  as  Section 
223  cost  limits.    The  cost  limits  arbitrarily  cap  rates  for  providers, 
making  it  difficult  for  them  to  provide  services  to  heavier  care  patients. 
The  current  system  actually  encourages  many  providers  to  reduce  their 
Medicare  census  because  of  the  losses  incurred,  thereby  reducing  access  to 
needed  services.    We  believe  the  landerpayment  of  SNFs  under  Medicare 
results  from  several  factors,  including: 

(1)  Outdated  cost  limits  v^ich  do  not  reflect  the  true  cost  of  providing 
care. 

Despite  the  fact  that  Congress,  in  enacting  the  Section  223  cost 
limits,    stated  that  the  limits  would  apply  "to  a  relatively  quite 
small  number  of  institutions"  and  only  in  "cases  with  extraordinary 
expenses,"  in  some  states  as  many  as  95  percent  of  the  SNFs  are 
presently  at  the  cost  limits.    Such  a  broad  application  of  Section  223 
is  clearly  contrary  to  Congressional  intent  and  reflects  a  systemic 
problem  within  Medicare. 

The  current  Medicare  cost  limits  for  skilled  nursing  facilities  are 
woefully  out  of  date.    Currently,  these  costs  are  based  on  1982-1983 
data  and  simply  trended  forward.    The  cost  limits  do  not  take  into 
consideration  many  increases  in  provider  costs.    Among  the  most 
dramatic  are  the  vast  hikes  in  staff  costs  which  nursing  facilities 
have  had  to  pay  in  recent  years,  particularly  for  pool  nursing 
services.    For  some  of  our  members,  staffing  costs  tripled  over  a 
three  year  period,  with  no  reflection  in  their  Medicare  rates. 

Despite  a  requirement  of  OBRA  '89  to  use  more  current  data  (i.e.,  for 
cost  reporting  periods  after  10/1/85)  in  determining  the  cost  limits 
which  were  due  to  be  published  by  10/1/89,  HCFA  has  not  done  so.  In 
fact,  HCFA  has  not  even  published  those  cost  limits. 

Furthermore,  the  SNF  cost  limits  do  not  in?:lude  all  costs  which  have 
been  imposed  on  nursing  homes  by  law.    Despite  clear  statutory 
language  that  Medicare  and  Medicaid  programs  must  recognize  the  costs 
of  meeting  the  nursing  home  reform  requirements  of  OBRA  '87,  HCFA  is 
not  planning  to  include  any  costs  of  meeting  those  requirements  in  the 
cost  limits.    Instead,  HCFA  is  planning  to  force  providers  to  seek 
exceptions  to  the  cost  limits  —  which  are  almost  never  granted.  This 
is  siitply  not  acceptable  to  our  membership. 

(2)  Increase  in  severity  of  illness  of  nursing  facility  residents,  as  a 
result  of  prospective  payment  in  hospitalsT 

SNF  Medicare  reimbursement  rates  have  not  bjeen  adjusted  to 
realistically  reflect  the  more  expensive  care  required  by  the  patient 
population  being  discharged  from  hospitals  under  the  DRG  system.  All 
the  studies  done  on  the  issue  confirm  that  Medicare  patients  are 
discharged  "quicker  and  sicker"  under  the  hospital  prospective  payment 
system,  and  many  of  those  sicker  patients  have  become  residents  in  our 
facilities.    Yet  payment  rates  have  not  been  adjusted  to  con?)ensate 
for  the  increased  acuity  of  this  resident  population. 
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In  addition  to  the  concerns  noted  above,  there  are  a  number  of  other 
disincentives  which  discourage  facilities  from  participating  in  the 
Medicare  program.    These  include: 

(1)  Burdensome  cost  reporting. 

The  cost  reporting  burden,  particularly  for  the  large  majority  of 
homes  with  relatively  few  Medicare  patients,  is  unreasonably  excessive 
relative  to  program  benefits.    Although  a  simplified  cost  report  has 
been  designed  for  facilities  with  fewer  than  1500  Medicare  days 
annually,  the  same  record-keeping  system  must  be  maintained  as  if  the 
facility  provided  significantly  more  Medicare  services.    A  separate 
record-keeping  system  is  required  for  Medicaid.    Failure  to  meet 
precisely  these  complex  and  voluminous  reporting  requirements  also 
provides  reason  to  deny  payment  for  insufficient  documentation. 

(2)  Illusory  Exceptions  and  Appeals  Process. 

The  cost  limit  exception  and  appeal  process  is  unreasonably 
restrictive  and  characterized  by  excessive  delays.    Serious  cash  flow 
problems  can  result  while  providers  wait  years  for  exception  or  appeal 
decisions.    Many  of  our  members  report  that  exceptions  and  appeals  are 
never  granted.    The  exceptions  and  appeals  procedures  are  inadequate 
remedies  for  inadequate  reimbursement. 


(3)    Delays  in  Payments. 

HCFA  has  established  a  new  requirement  that  v^en  a  facility  does  not 
believe  that  services  are  covered  by  Medicare,  but  a  beneficiary  wants 
a  decision  on  coverage  made  by  HCFA,  providers  cannot  bill  the 
beneficiary  until  the  fiscal  intermediary  has  made  a  determination  on 
the  claim.    In  addition  to  causing  a  vast  paperwork  burden,  this 
requirement  is  causing  cash  flow  problems  for  providers  as  a  result  of 
delays  in  decision-making  by  intermediaries. 


(4)    Consumer  Confusion. 


Medicare  has  always  been  a  confusing  program  to  beneficiaries,  and  the 
enactment  and  subsequent  repeal  of  the  Medicare  Catastrophic  Coverage 
Act  certainly  exacerbated  that  confusion.    Providers  were  the  ones 
left  to  interpret  the  Medicare  law,  and  to  tell  residents  that  they  no 
longer  had  Medicare  benefits.    Many  providers  object  to  being  placed 
in  the  position  of  having  to  inform  disheartened  residents  of  these 
coverage  limitations  and  out-of-pocket  charges. 

(5)    Prior  Hospitalization  Requirement. 

The  three  day  prior  hospitalization  requirement  restricts  flexibility 
and  is  unnecessarily  burdensome.    In  certain  instances,  the 
requirement  unnecessarily  delays  admission  to  the  nursing  home  and 
generates  avoidable  paperwork  in  the  transfer  process.  Additionally, 
data  suggests  that  the  costs  associated  with  three  day  prior 
hospitalization  unnecessarily  inflate  Medicare  costs  by  shifting  costs 
to  more  expensive  hospital  care.    We  strongly  urge  that  the  three  day 
prior  hospitalization  requirement  be  repealed. 

The  issue  of  whether  payment  is  prospective  or  retrospective  is  less 
important  to  providers  than  v^ether  it  provides  adequate  compensation  for 
the  actual  costs  of  caring  for  Medicare  beneficiaries.    Unless  these 
considerable  problems  are  addressed,  providers  will  hesitate  to  participate 
in  the  SNF  Medicare  program  and  access  to  needed  services  will  be  severely 
restricted. 

AAHA  believes  that  we  cannot  move  into  a  prospective  payment  system  for 
nursing  facilities  without  first  totally  updating  the  cost  limits,  to 
assure  that  providers  are  fairly  compensated  for  services  to  Medicare 
beneficiaries.    Congress  needs  to  be  cognizant  that  the  "efficiencies"  to 
be  achieved  under  prospective  payment  cannot  be  achieved  at  the  expense  of 
resident  care. 
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Moving  Toward  Prospective  Payments  for  SNFs 

As  this  Subcommittee  is  aware,  Congress  began  its  movement  toward 
prospective  payment  for  SNFs,  when  it  enacted  provisions  for  such  a  system 
for  SNFs  providing  less  than  1,500  annual  patient  days.    Congress  may  wish 
to  retroactively  revisit  that  threshold  for  1989,  since  many  SNFs  v^ich  had 
anticipated  being  xander  the  limit  suddenly  found  themselves  over  the 
threshold  as  a  result  of  the  change  in  benefits  under  the  Catastrophic 
Coverage  Law. 

Currently  about  15  states  use  some  variation  of  prospective  payment  for 
Medicaid  skilled  nursing  services,  or  are  planning  to,  and  HCFA  is 
experimenting  with  such  a  system  for  Medicare.    The  mode  of  prospective 
payment  for  nursing  facilities  v^ich  seems  to  bear  the  most  promises  is  a 
case  mix  reimbursement  system. 

Case  mix  systems  have  been  heralded  by  some  as  a  "solution"  to  the  complex 
issues  associated  with  nursing  home  access,  reimbursement,  and  quality 
care.    However,  these  systems  have  both  advantages  and  disadvantages  for 
nursing  facilities. 


(1)    Advantages  of  a  Case  Mix  System 
For  Providers: 


o  Has  the  potential  to  target  scarce  resources  to  those  most  in 
need  of  care/services  in  that  it  provides  a  more  precise  means 
of  apportioning  those  resources  than  traditional 
skilled/intermediate  classifications.    This  is  particularly 
true  in  cases  where  the  government  financing  source  does  not 
intend  to  spend  additional  resources  through  a  case  mix  system. 
This  is  referred  to  as  a  "budget-neutral"  or  "level-funding" 
approach. 

o  Recognizes  the  varying  costs  of  providing  care  and  the  fact 
that  some  residents  are  more  costly  to  care  for  than  others. 
This  can  mean  greater  financial  equity  among  providers. 

o  Provides  the  potential  for  greater  access  for  heavy  care 
patients  and  residents  with  special  needs. 

From  the  financing  agency's  perspective,  case  mix  systems  may  give 
providers  the  incentives  to  use  fixed  resources  more  efficiently. 

(2)  Disadvantages 

o  This  type  of  reimbursement  system  is  administratively  more 
complex  for  both  the  financing  agency  and  providers.  For 
example,  the  Department  of  Health  in  Minnesota  hired  15 
additional  enployees  to  conduct  the  resident  assessments  needed 
to  identify  resident  resource  needs. 

o  Case  mix  systems  may  diminish  the  incentives  to  inprove 

residents'  functioning,  since  improvements  could  result  in  less 
intensive  intervention  which  may  result  in  lower  payments  to 
providers. 

o  Case  mix  does  not  automatically  assure  that  appropriate  levels 
or  amounts  of  service  are  rendered. 

o  Since  case  mix  systems  are  usually  based  on  a  measure  of 
nursing  hours  used,  they  may  not  take  into  account  the 
non-nursing  service  needs  of  the  residents. 

o  As  is  true  in  any  prospective  reimbursement  system,  a 
prospective  case  mix  system,  by  its  nature  and  in  its  pure 
form,  may  not  provide  adequate  reimbursement  if  the  cost 
adjustment  factor(s)  applied  to  historical  costs  do  not  keep 
pace  with  current  costs  of  labor  and  goods.    The  adequacy  of 
the  adjustment  factor  frequently  becomes  obvious  only  after  the 
system  is  in  place. 

o  Case  mix  tends  to  drive  reimbursement  toward  "averages";  there 
may  be  no  incentives  to  excel  or  to  exceed  minimum  standards. 
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In  all  existing  case  mix  systems,  crucial  questions  remain  to  be  answered, 
such  as: 

o  How  can  a  case  mix  system  correctly  assess  and  reimburse  for 
behavioral  conditions  that  necessitate  additional  staff  and 
services,  such  as  Alzheimer's  Disease  and  related  dementia? 

o  Can  a  case  mix  system  take  into  account  changing  practice 
patterns  in  long-term  care,    including  the  introduction  of 
"new"  resident  types,  such  as  AIDS  residents, 
ventilator-dependent  residents,  etc.? 


It  is  clear  that  the  objectives  of  the  government  will  dictate  the  design 
of  any  case  mix  reimbursement  system.    The  government  can  use  case  mix 
systems  to  cut  costs,  contain  costs,  redistribute  fiscal  resources, 
increase  quality  assurance,  inprove  access  or  increase  payments  to 
providers.    As  noted  above,  payments  to  providers  must  be  increased  prior 
to  implementation  of  a  case  mix  system,  or  at  least  in  conjunction  with  it. 

Any  case  mix  system  must  be  based  on  a  resident  classification  system  v^ich 
makes  sense  from  a  clinical  standpoint  and  is  statistically  able  to  account 
for  resource  use  by  residents.    Key  determinants  of  classification  (and 
therefore  key  predictors  of  cost)  in  existing  case  mix  systems  include 
varying  measures  of  activities  of  daily  living  (ADL)  functioning  and 
special  (complex)  care  needs.    All  systems  include  a  behavioral  component, 
albeit  with  different  degrees  of  adequacy. 

The  key  to  the  classification  system  is,  in  turn,  the  assessment  method 
used  to  categorize  residents.    To  date,  no  assessment  instnment  has  been 
completely  transferable  from  one  state  to  another,  but  development  of  the 
Federal  assessment  instrument  mandated  by  OBRA  '87  should  lend  some 
uniformity  to  the  assessment  process.    It  should  be  noted  however,  that  the 
assessment  was  developed  to  be  linked  to  quality  assessment,  and  at  this 
time  is  not  proposed  to  affect  providers  payments. 

Case  mix  systems  may  also  present  quality  of  life  issues  for  nursing 
facility  providers.    An  adult  child  of  a  patient  in  a  New  York  nursing  home 
noted  that  "I  sometimes  got  the  feeling  that  how  she  rated  mattered  more 
than  how  she  felt."    (New  York  Times,  August  27,  1987).    This  comment 
reflects  a  danger  of  the  case  mix  approach,  that  persons  are  viewed 

mechanically  as  reimbursement  cases  whose  dependence          rather  than 

independence           is  rewarded.    Illness  is  paid  for;  wellness  is  not.  Such 

an  attitude  is  of  particular  concern  to  not-for-profit  homes,  known  for 
emphasizing  quality  of  life,  social  care,  and  maximum  independence  for 
residents.    The  tendency  of  case  mix  systems  to  pay  for  illness  rather  than 
wellness  is  at  odds  with  OBRA  '87.    The  quality  reforms  enacted  in  this 
legislation  place  on  providers  the  heavy  burden  of  assuring  that  residents' 
conditions  do  not  deteriorate,  and,  if  at  all  possible,  that  residents' 
conditions  improve.    OBRA  '87  also  places  on  providers  the  duty  to  provide 
services  to  meet  the  highest  practicable  physical,  mental,  and  psychosocial 
well-being  of  the  resident.    AAHA  believes  that  a  case  mix  system  v^ich 
merely  measures  ADLs  will  not  provide  adequate  reimbursement  for  providers 
to  meet  those  new  statutory  responsibilities. 

Case  mix  systems  may  also  create  ethical  conflicts  in  a  reimbursement 
system  where  a  provider  is  offered  a  financial  incentive  which  results  in 
keeping  residents  at  higher  levels  of  dependence  rather  than  investing 
resources  to  keep  residents  more  independent.    For  exait?)le,  if  a  resident 
is  no  longer  a±»le  to  eat  without  assistance,  and  there  is  no  payment  for 
hand-feeding  but  there  is  an  extra  $20  per  day  for  the  use  of  a  nasogastric 
tube  for  feeding,  even  some  caring  providers  may  yield  to  the  temptation  to 
reap  the  financial  reward  of  increased  resident  dependency  as  opposed  to 
the  financial  disincentives  related  to  wellness  and  independence. 

We  see  some  type  of  case  mix  based  payment  for  nursing  facilities 
inevitable.    We  caution  the  Congress  not  to  rush  into  a  new  system,  before 
we  are  able  to  learn  from  the  state  and  Federal  experiments.    We  need  to 
design  a  system  which  is  as  concerned  with  access  as  with  incentives,  and 
vrtiich  promotes  the  independence  of  the  resident,  to  the  extent  possible,  as 
well  as  cost  containment. 

AAHA  looks  forward  to  working  with  this  committee  and  with  HCFA  in 
developing  a  revised  reimbursement  system  which  meets  this  objective. 
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Hon.  Fortney  (Pete)  Stark 
Chairman 

Subcommittee  on  Health 
1114  Longworth  HOB 
Washington,  D.C.  20515-6349 

Dear  Chairman  Stark: 

In  view  of  the  fact  that  you  recently  held  hearings 
regarding  the  budget  issues  relating  to  the  prospective 
payment  system  (PPS)  as  it  currently  exists  under  Medicare,  I 
would  like  to  bring  the  implementation  of  PPS  in  Puerto  Rico 
to  your  attention.     I  also  request  that  these  comments  be 
made  part  of  the  record  of  your  recent  hearing  on  these 
issues . 

Medicare's  PPS  has  been  used  for  hospital  reimbursement 
in  Puerto  Rico  since  1987.     Unlike  the  vast  majority  of 
hospitals  on  the  mainland,  which  are  reimbursed  based 
entirely  on  national  standardized  amounts,    PPS  payments  to 
Puerto  Rican  hospitals  are  based  on  25  percent  of  the 
national  rate,  with  the  remaining  75  percent  based  on  a 
Puerto  Rican  regional  standardized  amount. 

The  Puerto  Rican  regional  standardized  amounts  are  nearly 
38%  lower  than  the  comparable  national  figure,  resulting  in 
lower  per  case  hospital  payments  under  Medicare.  According 
to  Health  Care  Financing  Administration  estimates,  Puerto 
Rico  has  the  lowest  average  payment  per  case  of  all  10  PPS 
regions . 

This  inequity  of  PPS  payments  in  Puerto  Rico  must  be 
addressed  in  order  to  permit  Puerto  Rican  hospitals  to  cope 
with  financial  shortfalls.     In  the  United  States,  many 
hospitals  can  shift  unreimbursed  costs  to  private  insurers. 
Given  the  fact  that  nearly  seven  in  ten  Puerto  Ricans  are 
poor,  cost  shifting  is  not  possible. 

If  this  chronic  underfunding  under  Medicare  continues, 
our  hospitals  will  not  be  able  to  retain  key  personnel, 
outmoded  equipment  will  not  be  replaced,  new  procedures  will 
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not  be  made  available  and  physical  plants  will  just  continue 
to  deteriorate. 

To  avoid  this  potentially  disastrous  situation,  the 
current  PPS  rates  for  Puerto  Rico  should  be  gradually 
adjusted  to  100  percent  mainland  national  rates.     As  a  first 
step,  the  rate  should  be  changed  to  a  50:50  blend  of  regional 
and  national  amounts.     This  would  increase  average  per  case 
payments  in  Puerto  Rico  by  $140    for  urban  hospitals  and  over 
$200  for  rural  hospitals. 

Another  dimension  of  inadequate  Medicare  payments  to 
Puerto  Rican  hospitals  which  I  would  like  to  bring  to  your 
attention  is  the  non- labor  portion  of  the  Puerto  Rican 
regional  standardized  amount.     In  Puerto  Rico  this  non- labor 
portion  (meant  to  reimburse  hospitals  for  medical  supplies, 
devices,  equipment,  food,  and  so  forth),     accounts  for  only 
15%  of  the  total  labor/non  labor  distribution  of  PPS  standard 
amounts.     In  contrast,  in  the  mainland,  the  national 
standardized  level  of  the  nonlabor  level  amount  is  25%  of  the 
total. 

The  non-labor  portion  of  Puerto  Rico's  regional  amount 
does  not  reflect  the  higher  supply  costs  that  the  island's 
hospitals  pay  for  these  items  as  compared  with  mainland 
costs.     In  Puerto  Rico  costs  are  higher  because  we  must 
import  a  large  proportion  of  these  non- labor  items. 
Therefore,  it  is  critical  that  the  actual  percentage  of 
nonlabor  items  in  our  hospital  budgets-  be  reflected 
accurately  in  our  Medicare  standardized  amounts.  Creating 
parity  with  other  Medicare  PPS  hospitals  would  increase 
average  per  case  payments  to  Puerto  Rico  by  $250  for  urban 
hospitals  and  $180  for  rural  hospitals. 

Although  we  realize  the  budgetary  binds  we  face,  I 
suggest  that  you  consider  a  special  adjustment  of  the 
nonlabor  portion  such  as  the  one  used  for  hospitals  in  Alaska 
and  Hawaii,  for  Puerto  Rico.     Such  an  adjustment  would 
compensate  Puerto  Rican  hospitals  for  their  especially  high 
nonlabor  costs.     If  a  comparable  adjustment  factor  were 
applied  to  Puerto  Rico,  average  per  case  payments  would 
increase  to  $120  for  urban  hospitals  and  $100  for  rural 
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hospitals. 

I  believe  that  these  proposals  would  require  simple 
changes  to  PPS  in  Puerto  Rico,  which  would,  however, 
have  a  long- lasting,  positive  impact  in  our  hospitals  ability 
to  keep  up  with  the  demand  for  services.     If  these 
recommendations  were  implemented,  Puerto  Rican  hospitals 
would  receive  an  average  of  $500  more  for  each  Medicare 
discharge.     The  average  per  case  payment  would  still  remain 
below  mainland  levels. 

The  pandemic  spread  of  the  AIDS  epidemic  in  Puerto  Rico 
underscores  the  urgency  of  maintaining  current  levels  of 
hospital  care.      It  is  estimated  that  approximately  5%  of 
public  hospitals  in  the  United  States  treat  50%  percent  of 
all  people  with  AIDS.     Only  13  cities  in  the  U.S.  bear  the 
burden  of  more  than  55%  of  the  total  AIDS  cases.     San  Juan, 
the  capital  of  Puerto  Rico,  is  one  of  those  unfortunate  13 
cities. 

Present  AIDS  legislation  directs  much  needed  funds  to 
assist  Puerto  Rico  to  meet  the  demands  that  AIDS  has  placed 
on  its  health  system.    Unfortunately,  unlike  Medicare 
programs,  current  legislation  does  not  address  the  long-term 
health  care  needs  of  Puerto  Rico. 

For  the  compelling  reasons  stated  above,  I  urge  you  to 
help  Puerto  Ricans  hospitals  in  their  difficult  task  of 
providing  services  to  a  mostly  indigent  population  through 
these  minor  changes  to  PPS. 

I  stand  ready  to  work  with  you  and  your  staff  to  find 
suitable  solutions  to  a  real  problem. 


Sincerely, 


Jaime  B.  Fuster 
Member  of  Congress 
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STATEMENT  OF  THE 
HEALTHCARE  FINANCIAL  MANAGEMENT  ASSOCIATION 
TO  THE 

WAYS  AND  MEANS  COMMITTEE 
SUBCOMMITTEE  ON  HEALTH 
U.S.   HOUSE  OF  REPRESENTATIVES 
ON 

MEDICARE  PAYMENT  FOR  AMBULATORY  SERVICES 
May  24,  1990 


Summary 

o        Medicare  payment  for  ambulatory  services  should  be 

based  on  sound  guidelines  appropriate  for  use  by  any 
payer.     Guidelines  for  any  new  payment  system  must 
include : 

Prospectively  determined  rates; 
Periodic  updates; 
Predictability; 

Encourage  efficient  use  of  resources; 
Foster  utilization  control; 

Avoid  inappropriate  shifting  of  risk  to  providers; 
Assure  appropriate  access  for  beneficiaries; 
Equitable  treatment  of  providers;  and 
Reasonable  administrative  costs. 


o        Medicare  payment  for  ambulatory  services  must  cover 

justifiable  cost  differences  among  different  types  of 
providers.     Justifiable  cost  differences  between 
hospitals  and  freestanding  ambulatory  care  providers 
include : 

Standby  costs; 

Comprehensiveness  of  services; 
Indigent  care; 
Medical  education; 
Access  to  services; 
Overhead  costs;  and 
Severity. 

o        HFMA  supports  continuation  of  the  present  methodologies 
for  paying  for  ambulatory  services  until  appropriate 
study  and  development  of  a  new  comprehensive, 
consistent  method  is  completed. 


About  HFMA 

HFMA  is  a  professional  membership  association  composed  of 
over  27,000  individuals  who  share  an  interest  in  the 
financial  management  of  healthcare  institutions.  HFMA's 
members  include  representatives  from  all  major  types  of 
hospitals,  freestanding  clinics,  and  other  healthcare- 
related  entities.     In  addition,  our  membership  includes 
public  accountants,  fiscal  intermediary  representatives, 
financial  consultants,  and  lawyers. 


PAYMENT  GUIDELINES 

To  provide  a  foundation  for  discussion  regarding  ambulatory 
payment  methodologies,  HFMA  created  a  Chairman's  Task  Force 
on  Ambulatory  Services  to  recommend  guidelines  for  paying 
for  ambulatory  services.     These  guidelines  are  for 
evaluation  of  current  and  proposed  Medicare  payment  systems 
as  well  as  for  ambulatory  payment  systems  in  general. 
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The  guidelines  should  be  viewed  as  a  whole.     It  is 
inappropriate  to  prioritize  or  exclude  individual  items. 
The  guidelines  are: 


Prospectively  determined  rate 

HFMA  supports  a  continued  move  from  cost-based  reimbursement 
to  prospectively  determined  rates.     A  transition  period  must 
allow  providers  sufficient  time  to  respond  to  any  new 
system. 


Periodic  updates 

Any  payment  rate  should  be  established  for  a  defined  period 
of  time  and  periodic  updates  in  rates  mandated. 
Notification  of  rate  changes  should  be  made  sufficiently  in 
advance  of  the  effective  date  to  allow  appropriate 
management  action. 


Predictability 

Any  new  payment  methodology  should  promote  the  effective 
management  of  healthcare  resources,  both  on  a  Federal  and 
individual  provider  basis.     Therefore,  a  reasonably 
predictable  revenue  stream  must  be  an  outcome  of  the 
methodology,  in  order  to  promote  short-  and  long-range 
resource  planning  and  decision  making. 


Encourage  efficient  use  of  resources 

The  payment  system  should  provide  incentives  for  the 
efficient  and  cost  effective  use  of  resources. 


Foster  utilization  control 

The  payment  system  should  not  be  used  to  control  ambulatory 
service  utilization  and  should  foster  appropriate 
utilization. 


Avoid  inappropriate  shifting  of  risk  to  providers 

It  is  inappropriate  for  the  Federal  government  to  shift 
risks  associated  with  utilization  to  providers  who  do  not 
directly  control  the  ordering  of  healthcare  services. 
Assumption  of  risk  for  utilization  in  excess  of  a  broad 
average  is  appropriate  only  for  large  populations.  Most 
individual  healthcare  providers  do  not  manage  service  to  a 
large  enough  population  to  absorb  such  risk. 


Assure  appropriate  access  for  beneficiaries 

The  payment  system  must  allow  beneficiaries  access  to  the 
most  appropriate  level  and  type  of  service  and  promote  the 
provision  of  services  in  the  most  medically  appropriate 
setting.     While  cost  sharing  contributes  to  utilization 
control,  it  also  may  cause  lower-income  beneficiaries  to  not 
seek  care  until  more  costly  services  are  required. 
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Equitable  treatment  of  providers 

Hospitals  sometimes  provide  the  only  access  to  necessary 
health  services  in  their  area  and  profitable  services 
typically  subsidize  unprofitable  services.  Similarly, 
indigent  patients,  inadequate  payments  from  government 
programs,  and  medical  education  costs  have  been  subsidized 
by  other  payers.     Any  payment  methodology  must  recognize 
legitimate  differences  between  types  of  providers  and  ensure 
reasonable  access  to  necessary  healthcare  services  without 
jeopardizing  the  financial  position  of  a  specific  type  of 
provider . 


Reasonable  administrative  costs 

Administrative  costs  of  the  new  payment • system  must  not 
outweigh  the  benefits  achieved  by  the  system.  While 
providers  are  anxious  to  avoid  administrative  complexity  and 
onerous  reporting  requirements,  the  avoidance  of  these 
burdens  does  not  justify  inadequate  rates. 


JUSTIFIABLE  COST  DIFFERENCES  AMONG  DIFFERENT  TYPES  OF 
PROVIDERS 

As  noted  previously,  ambulatory  payment  policy  should 
establish  incentives  that  promote  efficient  production  and 
utilization  of  services.     Payment  rates  must  cover  necessary 
production  costs.     Medicare  payment  rates  do  not  provide  a 
profit  margin  that  allows  payment  of  less  than  necessary 
cost.     It  is  imperative  that  any  new  payment  system 
appropriately  cover  justifiable  cost  differences  between 
types  of  providers. 

There  is  a  general  consensus  in  the  healthcare  industry  that 
hospitals  have  higher  costs  for  provision  of  ambulatory  care 
services  than  freestanding  providers.  Adoption  of  a  payment 
policy  that  fails  to  recognize  or  compensate  for  these 
differences  could  result  in  significant  financial  losses  for 
hospitals  with  large  outpatient  service  programs. 

HFMA  strongly  believes  that  the  following  areas  of  cost 
differences  between  hospitals  and  freestanding  ambulatory 
care  providers  justify  additional  payment  by  Medicare  and 
other  payers  to  hospital  providers: 


Standby  costs 

Hospitals  provide  services  24  hours  a  day,  and  must  be  able 
to  meet  unexpected  service  requirements.     In  order  to  ensure 
that  there  is  the  capability  to  furnish  such  services  when 
needed,  hospitals  must  incur  extra  costs  for  equipment, 
staff,  and  training.     Facilities  that  are  open  only  during 
normal  business  hours  do  not  incur  these  costs. 

These  standby  services,  especially  those  related  to 
emergency  services,  are  very  seldom  financially  self- 
sustaining;  rather,  they  are  subsidized  through  other 
hospital  services.     The  high  costs  of  these  services  result 
from  suboptimal  utilization,  not  organizational 
inefficiencies.     The  continued  availability  of  quality 
round-the-clock  and  emergency  services  is  mandatory  and 
payments  must  be  adequate  to  fulfill  this  objective. 
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Comprehensiveness  of  services 

Hospitals  have  also  attempted  to  meet  community  healthcare 
needs  by  providing  comprehensive  services,  whether  or  not 
each  individual  service  contributes  positively  to  general 
financial  soundness.     Such  services  include  non-routine  care 
and  often  more  expensive  procedures  (for  example,  surgery  on 
profoundly  mentally  retarded  patients  or  use  of  highly 
specialized,  rarely  used  equipment).     Hospitals  may  be  the 
only  community  source  of  some  low  volume  tests  or  procedures 
which  are  needed  but  not  utilized  on  a  scale  large  enough  to 
meet  their  financial  needs.     Often,  hospitals  must  subsidize 
these  services  through  their  pricing  structure. 


Indigent  care 

Hospitals  have  consistently  expressed  concern  that  Medicare 
does  not  recognize  the  cost  of  treating  indigent  patients. 
HCFA  maintains  that  uncompensated  care  is  a  revenue 
reduction  rather  than  a  cost.     HFMA  and  its  Principles  and 
Practices  Board  have  stated  that  uncompensated  care  is  a 
cost  and  reporting  it  as  a  deduction  from  revenue  is 
inappropriate . 

Since  hospitals  have  an  obligation  under  Title  XVIII  to 
accept  and  treat  patients  in  emergency  situations  regardless 
of  ability  to  pay.  Medicare,  as  well  as  all  other  payers, 
should  recognize  this  cost.     Some  mistakenly  believe  that 
Medicare  meets  this  need  through  the  "disproportionate 
share"  adjustment  that  is  added  to  PPS  inpatient  rates  of 
hospitals  serving  a  disproportionately  large  number  of 
qualifying  patients.     In  fact.  Congress  has  been  careful  to 
relate  this  adjustment  to  the  higher  cost  of  serving 
Medicare  beneficiaries  in  the  defined  institutions.  The 
higher  cost  relates  to  such  factors  as  security  or  bilingual 
staff,  not  serving  non-Medicare  indigents. 


Medical  education 

Hospitals  continue  to  be  the  primary  training  grounds  for 
new  professionals.     Education  programs  can  increase  costs  of 
hospitals  both  directly  through  increased  personnel  costs 
associated  with  interns,  residents,  and  supervising  faculty, 
and  indirectly  through  increased  diagnostic  test  ordering  or 
longer  visit  times. 

Historically,  the  Medicare  program  has  recognized  its 
obligation  to  pay  its  fair  share  of  direct  and  indirect 
medical  education  costs.     This  obligation  must  continue  to 
be  recognized  in  increased  payments  for  ambulatory  services 
or  through  a  separate  funding  system. 


Access  to  services 

The  mere  existence  of  providers  willing  to  sell  a  service  to 
Medicare  at  a  price  lower  than  the  costs  actually  incurred 
by  hospitals  in  the  community  does  not  mean  those  services 
are  generally  accessible  at  that  lower  price. 

Access  to  low  cost  providers  is  analogous  to  the  airlines' 
use  of  super-saver  airfares.     There  may  be  bargain  seats, 
two  or  three,  but  low  rates  are  not  available  to  all 
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passengers  because  of  limited  availability.     This  analogy  is 
applicable  to  Medicare's  purchase  of  ambulatory  services 
because : 

(1)  Medicare's  definition  of  an  area  in  which  low  prices 
are  available  may  differ  from  the  reality  of  a  Medicare 
beneficiary's  ability  to  reach  an  alternative  provider 
that  can  provide  access  at  the  lower  price;  and 

(2)  If  hospitals  were  taken  out  of  the  marketplace,  it  is 
likely  there  would  be  insufficient  capacity  among  the 
less  expensive  providers  to  serve  the  demand. 

Therefore,  the  lowest  rate  offered  in  a  community  may  very 
well  be  below  the  rate  at  which  most  beneficiaries,  or  the 
Medicare  program  acting  on  their  behalf,  could  reasonably 
obtain  access  to  needed  services  under  free  market 
conditions . 


Overhead  costs 

Costs  of  producing  the  same  or  similar  outpatient  services 
can  vary  significantly  among  different  types  of  providers 
due  to  differences  in  regulatory,   licensure,  and  life  safety 
code  requirements.     Generally,  hospitals  must  comply  with 
more  stringent  physical  plant  and  staffing  requirements  than 
freestanding  facilities,  as  well  as  more  extensive  data 
collection,  billing  requirements,  and  medical  review 
programs  imposed  by  Medicare,  other  payers,  and  government 
entities.     Similarly,  hospitals  have  a  host  of 
organizational  and  governance  standards,  protocol  and  policy 
requirements,  licensing,  and  patient  rights  standards  that 
do  not  apply  to  the  same  extent  to  freestanding  providers  of 
ambulatory  services.     But,  in  some  instances,  such  as 
ambulatory  surgery,  freestanding  facilities  must  meet 
requirements  similar  to  hospitals. 

Cost  differences  may  also  be  explained  by  differences  in 
wage  levels.     It  is  not  uncommon  for  hospitals  to  have  a 
higher  compensation  package  for  employees  than  non-hospital 
providers,  due  to  the  complexity  of  operations,  24-hour 
staffing,  and,  in  some  areas,  unionization. 


Severity 

There  is  a  general  belief  (but  no  concrete  data  supporting 
or  rebutting  this  belief)  that  hospital  outpatients  are  more 
acutely  ill  and,  therefore,  more  costly,  than  patients 
served  in  a  non-hospital  setting.     It  is  reasonable  to 
assume  that  physicians  will  use  the  facility  with  the  widest 
array  of  services  for  patients  who  have  the  highest  risk  of 
an  adverse  outcome.     Further  study  in  this  area  is  necessary 
to  determine  the  validity  of  severity  as  a  factor 
contributing  to  higher  cost.     Any  cost  differences  due  to 
severity  may  be  minimized,  however,  by  continuation  of  the  a 
la  carte  payment  methodology,  which  pays  providers  on  a  per 
test  or  treatment  basis. 


CONTINUATION  OF  PRESENT  METHODOLOGIES 

HFMA  supports  the  continuation  of  the  present  methodologies 
for  paying  for  ambulatory  services  until  appropriate  study 
and  development  of  a  new  comprehensive,  consistent  method  is 
completed. 
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The  healthcare  industry  has  been  reacting  to  the  piecemeal 
changes  made  by  Congress  to  Medicare  outpatient  payments 
since  the  clinical  laboratory  provisions  of  the  Deficit 
Reduction  Act  of  1984.     Since  then,  new  payment 
methodologies  for  ambulatory  surgery,  outpatient  radiology 
services,  and  other  diagnostic  services  have  been 
implemented.     Because  of  the  staggered  effective  dates  of 
^  implementation  of  these  new  methodologies,  it  has  been 

particularly  difficult  to  assess  the  impact  of  these  changes 
on  providers  or  beneficiaries'   access  to  care.     For  this 
reason,  the  effect  of  these  earlier  initiatives  should  be 
evaluated  before  further  changes  are  made. 

The  changes  already  authorized  in  ambulatory  payment  have 
created  turmoil  in  the  provider  community.     Further  change 
in  this  area  at  this  time  is  both  unwarranted  and  unwise. 
However,  when  a  comprehensive,  consistent  payment 
methodology  that  both  meets  the  appropriate  guidelines  and 
covers  justifiable  cost  differences  between  providers  is 
readied,   further  steps  toward  prospective  rate  setting  for 
all  ambulatory  services  should  be  taken. 


HFMA  welcomes  the  opportunity  to  participate  in  this 
important  debate  on  Medicare's  payment  for  ambulatory 
services  and  offers  our  ongoing  technical  expertise.  We 
appreciate  this  opportunity  to  make  our  views  known. 
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statement  of  the  Visiting  Nurse  Associations  of  America 
on  Medicare  Payment  Issues  Submitted  for  the  Hearing  Record  on 
^  Fiscal  Year  1991  Budget  Issues 

Relating  to  Prospective  Payment  for  Certain  Services 
Under  the  Medicare  Program 

before  the 

Subcommittee  on  Health  of  the  House  committee  on  Ways  and  Means 

May  10,  1990 

The  Visiting  Nurse  Associations  of  America   (VNAA)  submits 
for  the  hearing  record,  this  statement  on  Medicare  payment  issues 
for  home     health     services.     VNAA     is     a     national  coalition  of 
voluntary  non-profit,    community-based  home  health  providers 
representing  the  interests  of  these  member  organizations. 

VNAA  has  been  involved  in  an  ongoing  basis  with  the  issue  of 
prospective  payment  for  home  health  care,  and  we  have  several 
concerns  about  the  development  of  a  Prospective  Payment  reim- 
bursement system  for  home  care.  In  addition,  we  have  addressed 
the  issue  of  inequity  in  the  Medicare  reimbursement  system 
because  this  has  also  created  an  adverse  effect  on  community- 
based  home  health  agencies.  The  first  section  of  the  statement 
addresses  the  current  inequity  in  the  Medicare  reimbursement 
system  for  home  care  caused  by  the  hospital  add-on  or  payment 
differential.  The  second  section  addresses  issues  related  to 
prospective  payment  for  home  health  services. 
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Payment  Differential  -  Hospital  Add-On 

There  is  a  serious  inequity  in  the  Medicare  reimbursement 
system  for  home  health,  which  puts  Visiting  Nurse  Associations 
(VNAs)  and  other  freestanding  home  health  agencies  at  a  serious 
competitive  disadvantage,  and  in  some  cases,  threatens  their  very 
existence.  Although  prospective  payment  may  correct  this 
inequity,  it  appears  that  transition  to  a  prospective  payment 
system  is  at  least  two  or  three  years  away  from  being  seriously 
considered.  Discontinuing  the  add-on  is  something  Congress  could 
do  immediately  to  make  the  Medicare  reimbursement  system  more 
rational.  A  proposal  attached  to  this  statement  outlines  the 
VNAA  position. 

Hospital-based  home  health  agencies  (HHAs)  have  higher 
Medicare  per  visit  limits  than  freestanding  HHAs  such  as  VNAs. 
Thus ,  a  hospital  that  provides  exactly  the  same  patient  service 
as  a  VNA  can  be  paid  up  to  13%  more  simply  because  the  HHA  is 
hospital-based. 

The  VNAs  urge  that  this  differential  be  discontinued  or,  at 
a  minimum,  that  it  be  stopped  prospectively  so  that  no  new 
hospital-based  HHAs  can  receive  it. 

Historical  Basis  for  Differential  No  Longer  Justified 

Historically,  the  basis  for  the  differential  or  the  "add-on" 
for  hospital-based  HHAs  was  to  compensate  hospitals  for  their 
administrative  and  general  costs  (A&G  costs).  These  costs 
represent  general  overhead  to  the  hospital.  Medicare  cost 
reporting  principles  require  the  hospital  to  step  down  these 
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costs  into  all  cost  centers  including  any  HHA  the  hospital  may 
have.  It  does  not  represent  direct  costs  of  operating  the  HHA 
itself,  but  rather  costs  of  operating  the  hospital. 

Differential  Results  in  Double  Payment  to  Hospitals 

This  add-on  actually  results  in  some  hospitals  being  paid 
twice  for  A&G  costs.  This  double  payment  occurs  where  a  hospital 
acquires  an  HHA  subsequent  to  the  DRG  system.  This  allows  the 
hospital  to  shift  part  of  its  overhead  already  included  in 
its  DRG  rate  to  its  HHA  and  receive  an  add-on  to  its  per  visit 
cost  limit  as  reimbursement.  Thus,  the  hospital  is  paid  once 
through  the  DRG  rates  and  once  through  its  add-on  for  home  care 
for  the  same  A&G  costs.  For  hospital-based  HHAs  acquired 
after  prospective  payment  went  into  effect,  there  is  no  legiti- 
mate rationale  for  the  differential  based  upon  A&G  costs. 

The  differential  in  reimbursement  rates  threatens  the 
continuing  ability  of  VNAs  to  stay  in  business  and  serve  their 
traditional  constituency  of  the  poor  and  \aninsured.  It  also  acts 
as  an  incentive  for  hospitals  to  acquire  VNAs  because  it  enables 
them  to  shift  overhead  costs  to  a  cost-based  reimbursement 
system. 

The  number  of  hospital -based  HHAs  has  increased  drama- 
tically-172%  since  1982.  Meanwhile,  the  number  of  VNAs  has 
declined,  and  at  least  some  of  this  decline  is  a  result  of 
hospitals  acquiring  VNAs  which  were  financially  troubled. 

VNAs  Provide  More  Charity  Care  Than  Any  Other  Type  of  HHS 

VNAs  have  an  historical  mission  to  serve  the  poor.  They 
provide  significantly  more  uncompensated  care  and  serve  more 
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Medicaid  patients  than  any  other  type  of  HHA  including  hospital- 
based  HHAs.  In  recent  years,  many  VNAs  have  had  to  limit  their 
care  to  the  poor  because  of  their  hard-pressed  financial 
condition  caused,  in  part,  by  the  fact  that  hospital-based  HHAs 
are  serving  most  of  the  Medicare  and  insured  population,  taking 
away  from  the  VNAs  the  paying  cases  they  need  if  they  are  to 
provide  charity  care. 

All  that  VNAs  seek  is  a  level  playing  field.  They  want  to 
compete  on  the  same  basis  as  the  hospital-based  HHAs.  The  add-on 
for  hospitals  is  not  justified  by  any  legitimate  reason  and 
placed  VNAs  at  a  severe  competitive  disadvantage. 

A  more  rational  basis  for  an  add-on  would  be  one  based  on 
serving  a  disproportionate  share  of  Medicaid  patients,  such  as  is 
provided  under  PPS  for  hospitals. 

Differential      Not      Justified      By  Case-Mix 

Significantly,  even  the  hospitals  concede  that  the 
differential  is  no  longer  justified  because  of  A&G  costs.  In  the 
statement  provided  to  this  Subcommittee  by  the  American  Hospital 
Association,  that  organization  suggests  that  the  differential  is 
justified  because  of  case  mix,  suggesting  that  hospitals  have 
sicker  patients.  The  only  studies  referred  to  by  name  by  the  AHA 
are  those  by  Peter  Shaughnessy,  Ph.D.  of  the  University  of 
Colorado  Health  Sciences  Center.  However,  Dr.  Shaughnessy ' s 
studies  based  upon  on  1982  and  1986  data  included  only  18  home 
health  agencies .       According  to  a  study  by  Marion  Laboratories , 

-^See  "Findings  On  Case  Mix  and  Quality  in  Nursing  Homes  and 
Home  Health  Agencies,"  Center  for  Health  Services  Research, 
University  of  Colorado  Health  Sciences  Center,  Denver,  Colorado, 
July  1987. 
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there  are  currently  over  8,000  home  health  agencies.^  Because  of 
the  small  sample  size,  Shaughnessy ' s  findings  should  not  be 
relied  upon  to  support  a  conclusion  that  hospital-based  HHAs 
generally  have  a  more  difficult  case  mix  than  freestanding  home 
heallbh  agencies . 

In  addition,  this  more  recent  study  by  Marion  Laboratories 
appears  to  demonstrate  just  the  opposite  —  that  VNAs  and  free- 
standing agencies  generally  have  at  least  as  difficult  a  case  mix 
as  hospitals.-^  The  Marion  Laboratories  study  looked  at  260  home 
health  agencies  in  detail  and  at  over  8,000  HHAs  generally 
compared  with  the  18  looked  at  by  Shaughnessy. 

That  Marion  study  compared  four  different  types  of  home 
health  agencies:  government,  hospital,  proprietary,  and  not-for- 
profit/VNAs.  VNAs  and  not-for-profit  agencies  had  significantly 
more  bedridden  and  incontinent  patients  than  did  hospital-based 
agencies.  They  also  had  significantly  more  patients  in  their 
last  six  months  of  life  and  also  treated  more  chronically  ill 
patients . 

With  respect  to  services  provided  by  the  various  types  of 
agencies,  a  greater  proportion  of  not-f cur-prof it  and  VNAs 
provided  medical  services  and  rehabilitation  services  than  did 
hospital-based  HHAs. 

Finally,  the  differential  in  current  law  has  no  direct 
bearing    at  all  on  case  mix.     If  agencies  with    complicated  case 


'^Marion  Long  Term  Care  Digest,  Home  Health  Care  Edition 
1989,  published  by  Marion  Laboratories,  Kansas  City,  MO. 

■^See  Marion  Long-Term  Care  Digest,  supra. 
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mix  should  receive  an  added  payment,  that  policy  should  be  in  the 
law  and  should  reward  all  agencies  with  complex  case  mix  not  just 
hospital-based  ones. 

During  the  hearing  held  on  May  10,  1990,  before  the 
Subcommittee,  Senator  Levin  asked  Donald  Young,  M.D.,  Executive 
Director  of  the  Prospective  Payment  Assessment  Commission,  why 
the  differential  for  home  care  services  was  justified.  Dr. 
Young's  response,  while  appropriate  for  explaining  the  differen- 
tial for  out-patient  surgery  and  skilled  nursing  facilities,  did 
not  apply  to  the  HHA  differential.  His  response  focused  on 
hospital  standby  capacity  and  hospital's  ability  to  provide 
all-night  or  24-hour  service.  While  this  may  be  relevant  to 
outpatient  surgery,  it  is  not  relevant  to  home  care.  In  fact, 
the  Marion  Laboratories  study  showed  a  significantly  higher 
percentage  of  freestanding  agencies  having  patients  requiring  24- 
hour  service  than  hospital-based  HHAs:  15.8%  and  10.4%  to 
proprietary  and  not-for-profit  VNAs  respectively,  compared  with 
only  7.9%  of  hospital-based  HHA  patients. 

Moreover,  even  if  it  were  true  that  hospitals  have  a  more 
difficult  case  mix  than  VNAs,  this  does  not  justify  a 
differential  in  reimbursement.  The  cost  per  visit  reimbursement 
system  takes  case  mix  into  account  in  that  the  more  visits  a 
patients  needs,  the  more  the  HHA  receives  in  reimbursement.  In 
addition,  visits  by  skilled  providers  are  paid  at  a  higher  rate 
than  unskilled.  Thus,  differences  in  case  mix  are  taken  into 
consideration  in  the  existing  payment  methodology. 

In  summary,  VNAs  urge  this  Subcommittee  to  support  a 
discontinuance  of  the  differential  between  hospital-based  and 
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freestanding  home  health  agencies.  Any  justification  for  the 
differential  has  long  since  ceased  to  exist,  and  it  is  actually 
having  a  harmful  effect. 

VNAA's  Views  on  Prospective  Payment  for  Home  Health 
The  Visiting  Nurse  Associations  of  America  has  been  involved 
in  the  ongoing  activities  surrounding  prospective  payment  for  home 
care  for  the  past  several  years.  Modifications  in  the  current 
reimbursement  system  may  provide  home  care  providers  the 
opportunity  to  operate  without  many  of  their  current  problems 
including:  dealing  with  complex  reimbursement  system,  a  lack  of 
predictability  throughout  the  system  and  the  devastating  effects  of 
Gramm-Rudman-Hol lings  reductions  on  cost  reimbursed  providers.  A 
new  system,  however,  cannot  be  implemented  without  the  benefit  of 
a  reliable  research  base  and  statistical  information.  VNAA  has 
many  concerns  about  our  role  in  the  current  delivery  system  and  how 
our  patients  may  be  adversely  affected  by  a  reimbursement 
methodology. 

VNAA  represents  the  voluntary,  community-based  home  care 
providers.  Our  local  agency  missions  state  we  will  attempt  to 
provide  home  care  services  to  all  individuals.  Our  agencies  are 
often  left  to  provide  home  care  to  the  patients  other  home  care 
providers  refuse  to  serve.  While  we  represent  less  than  10%  of  the 
Medicare  certified  home  health  providers,  we  provide  47%  of  the 
Medicare  reimbursed  home  care  in  this  country.  In  addition,  we 
provide  75%  of  all  the  Medicaid  home  care  services.     We  provide 
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home  care  to  those  on  the  fringes  of  life,  the  frail  elderly,  the 
sick  elderly,  and  the  poor  elderly.  Our  boundaries  do  not  keep  us 
in  the  safest  parts  of  town  or  limit  the  services  we  provide. 

As  patients  have  been  discharged  quicker  and  sicker,  VNAs  have 
had  the  ability  to  meet  patients'  needs  under  the  current  cost 
reimbursement  system  because  there  has  not  been  pressure  to  admit, 
visit  and  discharge  patients  before  they  are  ready  to  care  for 
themselves.  As  a  result  of  this  flexibility,  we  have  served  as  the 
safety  net  for  the  current  Prospective  Payment  System  for 
hospitals.  If  cost  reimbursement  is  abandoned,  and  we  no  longer 
have  the  ability  to  tailor  the  level  of  care  to  the  actual  cost  of 
caring  for  patients,  financial  barriers  will  be  created  that  will 
limit  patient  access  to  home  care  and  discourage  VNAs  from 
providing  service  in  the  dif f icult-to-serve  areas  and  serving  the 
complex  patients. 

In  addition,  any  system  that  does  not  address  the  payment 
levels  in  relation  to  the  cost  of  providing  care  could  undermine 
the  quality  of  care  provided  for  these  high-risk  patients.  Even 
with  the  best  quality  assurance  systems  in  place,  the  potential  for 
patient  abuse  will  still  be  a  significant  problem,  because  of  the 
relative  ease  of  entry  and  exit  in  the  home  care  business  and  the 
reimbursement  incentives. 

Problems  Under  Prospective  Payment  for  Home  Health 
The    following   statements   are   the    specific    issues   we  have 
identified  relating  to  prospective  payment  for  home  health: 


8 


119 


1)  Any  reimbursement  methodology  must  be  based  on  current 
cost  reports.  Home  care  caseloads  have  changed  dramatically 
in  the  last  two-to-five  years,  and  these  changes  must  be 
incorporated  into  the  reimbursement  methodology. 

2)  Because  there  is  no  precise  data  or  case  mix 
differentiation  information  available  about  home  care,  rates 
must  be  set  significantly  above  the  mean  to  account  for  these 
deficiencies. 

3)  Because  of  ongoing  changes,  technology  and  service 
intensity  must  be  factors  utilized  in  developing  the 
reimbursement  system. 

4)  Because  homes  are  not  controlled  environments,  the 
existing  support  system  and  home  environment  must  be  evaluated 
and  factored  into  the  reimbursement  system. 

5)  Because  of  the  relative  ease  of  entry  into  the  market, 
agencies  must  be  monitored  closely  to  assure  they  comply  with 
uniform  quality  assurance  activities. 

Summary 

It  is  VNAA's  concern  that  home  care  will  have  a  prospective 
payment  system  developed  without  either  a  research  base  or  enough 
statistical  information  on  which  to  base  the  system.  Institutional 
settings  are  controlled  environments,  while  an  individual's  home  is 
not.  VNAA  recommends  that  any  system  of  prospective  payment  for 
home  care  must  be  developed  with  these  issues  in  mind.  To  ignore 
these  issues  may  result  in  a  system  that  meets  the  needs  of  the 


9 


120 


average  patient  but  does  not  meet  the  needs  of  the  acutely  ill  or 
poverty  stricken  patient.  While  VNAA  would  welcome  a  change  in  the 
reimbursement  system,  a  prospective  payment  system  for  home  health 
care  must  allow  the  industry  to  continue  to  meet  the  needs  of  the 
people  we  serve. 

Thank  you  for  considering  our  views. 
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PROPOSAL  TO  DISCONTINUE  ADD-ON  FOR  HOSPITAL-BASED 
HOME  HEALTH- AGENCIES 
POSITION  STATEMENT  OF  THE  VISITING  NURSES  ASSOCIATION 
OF  AMERICA 

Problem:  There  is  an  inequity  in  the  Medicare  reimbursement 
rates  for  home  health  services  which  puts  Visiting  Nurses 
Associations  (VNAs)  at  a  competitive  disadvantage  with  home 
health  agencies  (HHAs)  owned  by  hospitals  and,  in  many  cases, 
threatens  their  very  existence. 

Hospi tal -based  HHAs  are  allowed  an  add-on  to  their  home 
health  costs  per  visit,  limits  of  approximately  13%  above  the 
limit  that  applies  to  freestanding  HHAs  such  as  VNAs. 

VNAs  believe  that  this  payment  differential  is  not  justified 

by  any  legitimate  cost  factors  and  that  fairness  requires  that  it 

be  discontinued.  If  we  cannot  compete  on  a  level  playing  i'ield, 

we  cannot  sustain  ourselves  over  time. 

The  differential  in  reimbursement  rates  threatens  the 
continuing  ability  of  the  VNAs  to  stay  in  business  and  serve 
their  traditional  constituency  of  the  poor  and  uninsured.  It  has 
encouraged  unnecessary  growth  in  numbers  of  hospi tal -based 
agencies  which  serve  primarily  Medicare  and  paying  cases,  and  it 
has  encouraged  the  acquisition  of  VNAs  by  hospitals. 

VNAs  SERVE  A  UNIQUE  ROLE  IN  PROVIDING 
HOME  HEALTH  SERVICES  WHICH  MUST  BE  PRESERVED 

*  VNAs  have  a  mission  to  serve  the  poor. 

*  VNAs  provide  significantly  more  uncompensated  care  and  serve 
more  Medicaid  patients  than  any  other  HHA,  including  hospital 
based  HHAs. 

*  VNAs  have  a  case  mix  that  is  at  least  as  complicated  as 
hospi tal -based  HHAs. 

*  The  number  of  hospi tal -based  HHAs  has  increased 
dramatically,  up  172%  since  1982.  Some  of  this  increase  is  a 
result  of  hospitals  acquiring  VNAs  which  were  financially 
troubled. 

*  Meanwhile,  there  are  fewer  VNAs  operating  today  than  there 
were  in  1982. 

*  Many  VNAs  have  had  to  limit  their  care  to  the  poor  because 
of  their  hard-pressed  financial  condition  caused,  in  part,  by 
the  fact  that  hospi tal -based  HHAs  are  serving  most  of  the 
Medicare  and  insured  population  and  taking  away  from  the  VNAs  the 
paying  cases  they  need  if  they  are  to  provide  uncompensated  care 
to  the  poor. 

*  VNAs  compete  in  the  same  market  as  hospitals  for  a 
dwindling  supply  of  nurses  but  often  cannot  pay  the  higher  wages 
paid  by  hospitals  which  enjoy  a  higher  reimbursement  rate. 

*  VNAs  disproportionate  share  of  care  for  the  poor  frequently 
results  in  higher  costs,  especially  in  some  inner  city 
neighborhoods  where  nurses  and  aides  must  be  accompanied  by  paid 
security  escorts. 
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We  do  not  believe  that  Congress  intended  that  the  hospital  add-on 
would  put  VNAs  out  of  business  or  curtail  services  to  the  poor 
and  uninsured.  Yet  that  is  what  is  happening.  Hospi tal -based 
home  health  agencies  are  caring  for  the  patients  who  can  pay, 
leaving  an  ever  diminishing  number  of  paying  cases  for  VNAs. 


THE  PPS  SYSTEM  MAKES  ANY  RATIONALE  FOR  THE  ADD-ON  OBSOLETE 
AND  RESULTS  IN  A  DOUBLE  PAYMENT  TO  HOSPITALS 

*  HCFA's  rationale  for  the  add-on  is  that  it  is  necessary  to 
compensate  hospitals  for  their  higher  administrative  and  general 
costs  which  are  required  to  be  stepped  down  or  allocated  to  all 
costs  centers. 

*  With  the  advent  of  the  PPS,  hospital  overhead  for  inpatient 
care  was  factored  into  the  hospitals'  DRG  rates. 

*  If  a  hospital  did  not  have  an  HHA  prior  to  PPS  and 
subsequently  acquired  one,  it  was  permitted  to  shift  part  of  its 
overhead  already  included  in  the  DRG  rate  to  its  HHA  and  receive 
an  add-on  to  its  per  visit  cost  limit  as  reimbursement.  Thus, 
hospitals  are  getting  paid  twice  for  the  same  administrative  and 
general  costs;  once  through  their  DRG  rates  and  once  through  the 
add-on  for  home  care.  — 

*  A  dramatic  illustration  of  the  unfairness  of  this  system  is 
that  a  hospital  could  acquire  a  VNA  today  and  Medicare  would  pay 
it  up  to  13%  more  per  visit  than  it  paid  to  the  freestanding  VNA 
even  though  the  hospital  does  not  incur  any 'additional  overhead 
costs. 

Given  this  incentive,  it  is  no  wonder  the  number  of  hospital- 
based  HHAs  has  increased  while  the  number  of  VNAs  has  declined. 

Sol ution : 

*  Discontinue  the  add-on  for  hospi tal -based  HHAs  which  have 
come  into  existence  or  been  acquired  post-DRGs. 

*  At  a  minimum,  freeze  the  add-on  prospectively  as  of  October 
1990,  to  stop  any  more  VNAs  from  being  acquired. 

VNAs  are  not  asking  Congress  to  give  them  any  special  treatment. 
They  merely  seek  a  level  playing  field  and  an  equal  opportunity 
to  compete  with  hospi tal -based  HHAs. 

Discontinuing  the  add-on  would  result  in  a  savings  to  the 
Medicare  program  which  could  be  used  where  it  is  really  needed. 
For  example,  it  could  be  put  back  into  home  care  by  creating  a 
disproportionate  share  allowance  for  HHAs  serving  a  higher 
proportion  of  Medicaid  or  charity  cases.  This  would  be  a  site 
neutral  approach  which  would  be  based  on  real  costs. 
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